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PREFACE 

NO individual bank or banking system could be understood 
or judged except in the light of its past history. This is 
specially true in a country like India where banking is still 
in the earlier phases of its growth and where conditions 
differ materially from one part to another. The history of 
hanking in India is indeed not much older than a few de- 
cades. But, even in that short life history, Indian banking 
has confronted one serious crisis, lived through the hectic 
times of the greatest war in history, survived unscathed an 
unprecedented world d^ression and stands today on the 
threshold of another great war. Events of such magnitude 
cannot but expose a banking system to severe tests and 
leave indelible marks behind. The present volume is an 
effort to portray banking in India in the historical and con- 
temporary context of these events and circumstances. 

Recent as are the origins of Indian banking, systematic 
exposition of our banking problems or monographs on ori- 
gins and growth are more recent stilL Among official 
documerks, the Reports of the Herschell Commission, the 
Fowler Committee and the Babington-Bmith Committee cure 
concerned exclusively with our . currency problems and 
make no more than incidental references to banking and 
credit conditions. The Chamberlain Commission foimd 
place for an Annexe in which is presented an interesting 
scheme for a mixed Central Bank for India somewhat on 
the lines of the Bank of Frsmce. Taking its cue from the 
preval^t opinion and sentiment in post-war Europe, the 
Hilton-Yodng Commission made a departure in placing in 
^e forefrcmt proposals for a Reserve Bank of India and 
stressing the need for an inqui^ into and improv^ent of 
ordinary commercial banking. ^Their suggestions bore 
frijdt in the R^wrts of Central and Provincial Banking E!n- 
quiry Committees which form a voluminous survey of con- 
t^porary banking conditions with suggestions for impro- 
vements. 



Atnong unofficial publications, praise must be accorded 
to a few monogn^hs on earliest origins of banking in 
India. The rest consists vary largely of expositions of In- 
dian asfdrations on the subject unsupported by much study 
of adsttng conditicms or meticulotis synopses of material 
and ideas contained in well-known but bulky documents. 

After the manuscript of the present volume was placed 
ht the hands of publishers, the Beserve Bank of India pub- 
lished and circulated its proposals for a Banking Act. It 
was neithar practicable nor indeed desirable to incorporate 
the various points raised in the document into the text 
itself. Hie proposals are indicated in foot-notes in rele- 
vant places with brief comments on their tendency and 
diaracter. Along with the proposals, the Reserve Bank 
published also a very interesting memorandum on non- 
scheduled banks with special reference to distribution of 
assets and liabilities. The valuable tables on which the 
memorandum is based are broadly summarised in the text 
with incidental alterations in conclusions made necessary 
by these exact figures. 

In spite of generous and appreciative compliance from 
many quarters, much difficulty was experienced in assem- 
bling extant material on the subject. Close co-operation 
and mutual assistance between **academic*’ and '^practical” 
people, which have strikingly advanced both interests in 
nationally minded countries like England, Sweden, etc., are 
still a mere aspiration in this country. In spite of every 
^endeavour, no one could be more conscious than the author 
himself of the grave deficiencies and perhaps inaccuracies 
of the material acquired and used. Readers who invite 
atteation to any faults will establish as great a claim on the 
gratitude of the writer as that of the public for whom the 
book is meant. • • 

• S. K. BftJRANJAN. 

j^Srdenham College, 



PREFACE TO SECOND EDITION 

The first edition of this work was in press in the early 
months of World War II. The second edition delayed con- 
siderably by war time difficulties should have seen the 
light of day in the closing months of the war but for cer- 
tain deplorable mishaps. The reception accorded almost 
without exception to the first edition of the book 
everywhere, and nowhere more emphatically than in 
Great Britain and the United States, was as great a surprise 
cuf encouragement'^ Its recognition by the University of 
London as meriting the distinction of D.Sc. was only the 
most conspicuous of many generous tributes. While ex- 
pressing gratitude to them all and particularly to bankers 
in this country, I should like to acknowledge that this 
makes the author all the more keenly conscious of the 
blemishes and short-comings of the work. 

In the economic upheaval set in motion by a war of 
such magnitude, banking like other economic activities had 
to operate amidst a radically altered environment. While 
it cannot be doubted that some features of this environment 
must continue to influence banking for many years to come 
and ne^ ones are likely to be introduced as a consequence 
of any post war reconstruction, there are many influences 
in operation at present which are but of temporary signi- 
ficance. The original text of this work which carried the 
ac<xnmt almost to the outbreak of the war has therefore 
been left materially unchanged except for the statistical 
material which has been brought up to date as far as pos- 
sible. The trends and developments of war time banking 
based on these statistics are presented in the closing 
chapter. 

While there is in India still much cause to lament the 
abi^nce of close co-operation and mutual assistance between 
‘‘academic** and “practical** people such as have advanced 
strikingly bofii interests in countries like England, Sweden, 
etc., it must be recorded herl that the present work could 
hardly have been imdertaken or executed but tar much 
generous and appreciative assistance from maijy quarten^ 
particularly distinguuhed bankers in this country. Till the 



recent establishm^t of the Reserve Bank of Lidia wilh its * 
means and powers to collect and publish banking informa- 
tion, serious study of banking meant an approach to each 
individual bank or banker with all the difficulties which 
such approach must entail. The highly confidential charac- 
ter of all banking business is itself a legitimate difficulty, 
which in one case at least was carried to the length of pre- 
cluding the autiior frcmi the use of even printed and pub- 
lished balance-sheets — and those too, of the years before 
World War I ! 

I owe a heavy debt of gratitude to the Managemeifts 
of the Bank of India, the Allahabad Bank, the Indian Bank, 
the Bank of Behar and the Union Bank; the President of the 
Bombay Stock Exchange; Mr. H. T. Parekh, B.Sc. (Lond.), 
of Messrs. Harkissondass Lukmidass and many others but 
for whose kindness, much of the material contained in this 
book would have remained a sealed document. To the late 
Governor of the Reserve Bank of India, I owe thanks for 
placing at my disposal the library of the Bank. I need 
hardly add that none of them is in any way responsible for 
any statements made in the book. 

As this work is to an ^tent the outcome of lectures 
delivered in the Sydenham College during the academic 
years 1937-41, 1 have profited not a little from contacts with 
the restless and questioning minds of my students from 
whom came the first clamour for the publication of the 
material contained in this book. But two of them, Mr.«M. 
R. Damle, B.A., B.Com. now with the Reserve Bank of 
India and Mr. K. T. Mirchandani, B.Com. now A.T.S. Tri- 
chinopoly, deserve special thanks for valuable assistance 
rendered by them while working under me in the Syden- 
ham College on their prescribed courses. 

It would be difficult to express adequately my deep 
appreciatimi of the willingness and painstaking devotion 
^ with whidi my friend Mr. B. G. Mmrdeshwar, then Asst. 
Legal Rememteancer, Gk>vemment of Bombay undertook 
the dreary and interminable task of correcting the proofs 
of the first edition of this work. 

S^enham College, S. K. MURANJAN 

August 1945. 
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CHAPTIER r 

EABLY BEGINNINGS > 
L BtfonlSM 


BANKING on modem lines began in tiiis eountry with the 
foundation of the Agency Houses of Calcutta and Bombay 
in the eighteenth and early ninetemth centuries. 

The Agency Houses were mainly trading concerns inte- 
rested in tea and indigo. Banking was only an adjunct, 
althou^ the most important one, to their business. In the 
course of their banking activities, they- issued quite a 
volume of notes.* 

* 

The Company's services were the main recruiting ground 
of these ‘'merchant princes of India." Many of them were 
men who abjured the limited prospects of the Company's 
employment for the incalculable prizes of private trade and 
commerce. Some drifted into these avocations under less 
praiseworthy circumstances. Indeed, for some time, men 
in the emplo 3 rment of the Company even were allowed to 
engage in private trade and finance. The situation changed 
little after 1813 when entry of private persons from abroad 
was penifitted under a strict licensing system. Ri^ts of 
residence and propertyf were conferred on foreigners much 
later by the Charts Act of 1833. It is interes^g to note 
that a witness before the Select Committee of 1831 predicted 
that, if permitted to settle in India, banking institutions 
would be among the first undertakings of Europeans and 
would be extended to provincial towns4 

Although some of the later joint-stock banks rose quite 
independently of Agency Houses, these must be regarded 
as pioneers of this type of banking enterprise in Ibis 
country. Since there was no law till 1860 giving Icgai 
recognition to limited liability^ all these banks except one 
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started <m ihs basis oi unlisted liability. Ibe exoeptioii 
was tbe,Geiisral <d.]bdia* which had a strictly small 
'hiitebar of shardwilders who limited their lial^ty to eortain 

figures* . ^ ^ 

' ‘After tha battle of '^lassay, the currency of Bengal and 
ei^lbs Gompapir*# larritories generally was found in a chao> 
tio ccmdition. It was recognized very early that introducticm 
of paper currancy must form an important part of any 
parmanmit and satisfactory scheme of reform. Contrary 
to the advice of Sir James Stuart, the famous economist 
of the time, Hastings piade a proposal to have a Govemmeit 
note-issue. Outbreak of war and disturbed conditions 
generally forced him to abandon the scheme. The Govem- 
mmit thereafter changed its policy and decided to encourage 
private agency.f 

* 

’ The joint-stock b^ks which saw now the light of day 
iuid others which were proposed but rejected by the 
authorities of the East hndia Company were frequently 
inspired by comprehensive ideas of banking policy. The 
inconvenience to trade and commerce of large, periodic 
withdrawals of funds into Government treasuries at the 
headquarters, the need of facilities for expeditious transfer 
of funds, whether public or private, the obvious usefulness 
of such agencies to put into circulation some standard coin 
like the sicca rupee — ^these objects figured in many minds 
which initiated these ventures.^ Even in these very early 
steges just as in the many long decades which followed, 
people had a haunting dream of one great *State Bank* or 
^Gen^al B^k’ which, with many branches in the country, 
should .buUd up the banking structure of India.§ The 


^ Avte Kuf^pmm BbuJHuk, by H. Slnha, pp. 12* 15 ; 22. While ntbeorlptioii wan open 
WU ** tetthoiit diitliietlon of oountty or rettiHon ** the number of ahareholden was limited 
^>00 and eaoh share was of the value of Rs. 5»000. 

t Seammie Amudt o/Bengtf* by J. C. Slnha, pp* 110«146. 
jgiorlp JBteitepseo y ow fc^ pp, 4S-58. 

t *Henoe Warren Hastings* * General Bank In BenAal and Bihar * established In 1T78 
theiealter> It had a bvaaoh In every eolleetorate and Its two managers 

;lllehaids, a member o^Govemment of Bombay proposed his General Bank* 
r proposal was r^eeled by the Court of IMrectors. 

in India pro p osed the * Great Banking BstabUdunent te BrlthAi 
was issieoted ti^ the Court of Proprietors. 



aditevenent of these banks was ^ |ldBodiictls& of a note- 
circulatkm in tibia coiintrjr, ,v . * * 

The Bank of Hindusthan establidb^ W eafly as 1790 by 
the Agency House of Alexandpf & W tfai way: Its 
maximum circulation seems to haTe Oafc^ Uglwdeit 20 aid 
20 lakhs.** The Bengal Bankj launched into mdstenOe before 
1786, had a circulation of 8 lakhs Vijhen it ^osed its doors 
in 1791, owing largely t6 the panic of war with Tipu Sultan. 
These banks competed very keenly for the privilege of 
having their notes made receivable **at all offices of Govon- 
ment at the Presidency”, or *Tn all pasrments to Government 
at different treasuries and public' ofBces at the Presidmicy.'* 
In those •days, circulation of notes dep^ded Tery largely on 
the confidence that Government treaMnies received them. 
For this reason, in the interior, notes ttore xitumed almost 
immediately they were received and paper circulation hardly 
existed. ITie choice of the Government fell at first on the 
General Bank of India, which, however, was dissolved in 
1793. The Government sponsored thereafter the Bank of 
Calcutta founded by Palmer & Co., in 1§06. In the descrip- 
tion of its objects and reasons, the development of paper 
current was specifically stated as the most important 
advantage to accrue from the institution. By 1820, its note 
circulation had reached the figure of 43 lakhs.t Naturally, 
the^notes of these banks were not much in evidence beyond 
the outskirts and environs of Calcutta. A witness before 
the Parliam^tary Select Committee of 1831 informs us that 


In Ug Bfinute of 1850, Jameg Finance Member, made dear that hli edbema 

§ar paper dreulation wag not intended to dleoourBfe the idea of a great country-wide bank. 

In 1662, Samuel Laing wrote a ndnute to advocate ccnveiMOii of Pregidenoy Banki 
IbIo a State Bank. 

In 1667 Dickaon, Secretary to the Bank of Bengal, made propoealg to amalgamate 
the Pregidenoy Banka. 

In 1670, BUia, a member of Councfl, prop oaed a State Bank on llneg of the Bank of 
e. 

Sir B. Hanrino In hia minute to Fowler Report (1806) auggeata a Oentiml Bank for 
— aa alao Sir Edward Law in a Minute In 1901. 

Sir B. MoldeB advoeated at the General Meotiiw of the London City and Midland Bank 
In 1010 a Central Bank for India in order to dftwSnt ^d into monetary circulation and 
eanae a lowering of intereat-iatea. . 

. _ KnfntB Ib tihs Abimw to Chomberioin ComniMlon's Report etobomte. m 

iwSMnnpqip. See olio pp. 80r. SM. tndU^FiMime* and Bm M ng by G. F. SMrrm.. 

„ * A'irn«learlBOiRMteliofiaf/ii(ll(aBKiiWqf,p.97«|tfvHM)loUhaaattioaMd 

^ te quoted, li£« Sdeet &«iBit»e^n3lMMiit ptaOM tt ot SIM to MW OuMiMid 

t fbMMM, tar OmIc. B. Ml. 

itiiy migwSrSwww; »>y h. stoho. pp 



'#• 


. ■ h 


tbe vUl^ie$ p> 

whUe the Bunk of Bengal issued 
i^,to. Bsl' 2^^. . 
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q iiPSdto n ^ Bombay in 1724 and a* litde later^ .was given 
^ fj^Tllage of note-issue to the extent of Rs. 8 lakhsj 
had die sanction of tito Court of Directors of the Bast 
ihldte Company and were mmiaged by the local (SovemmmitBi 
hi interests of their: own financial needs. Madras had a 
fuw baidGS move, later on, including a private joint-stock 
lipak named the Carnatic Bank and another Government 
Bi#;. These banks also roidered valuable service in mak^ 
lag paper currency familiar to tiie public.t 

'‘^^ihdcutta, which according to a Police Committee Report 
hlM a European populadon of 2| thousand, offered a more 
favourable soil for gmmlnation of Agency Houses and bank- 
ing institutions than Bombay. Contemporary evidence 
(Htdares Bombay an unsuitable place for hivestmmit of 


* Ite Co^mnineiit Bank of Bombfiy wag ** erected ** on 92nd DeoeniliiBr 1720, niter oon- 
•dUnlkMi with ** eminent Uaek meigliante.** The Bank was placed under the immediate 
dmiMoa of the Governor and two memberi of Council and wav fumlihed with Re* 1 laUk 
27 etooik out of thp C6.*e caah. Depoeite of Re. 100 and more, were reeeived for ehc 

m Oirt a e Ibr wtiieh the dei^tora received In enchanee pfomleeory notee bearing Intereet at 
Me ^ dttfiani ' a day. Itihabitanta of Bombay, whether native covenanted or hired eervaate, 
wata OHMi d to borrow at a fixed rate of 2 p.e. againet eeeurity of goode or Joint eeeuilty 
af borrower and another eubetantial party. Borrowere were Vnoouraged * by feoillftr of 
MMpiBHit In inelalmente of Re. 100 and mgre. Tlie Hfinager of the bank wae paid for hti 
t iM M by a levy of 1 p.c. on eadh loan f 


A OenMilttee which examhied the afhdn of the Bank in 1744 throwa ourioue IVit on 
Ita woffldng* The total outetandinge elightly exoeeded Re. 1 lakh, of which Re. 48,000 waa 
lagfi M peeaomd eeeari^ of good quality. Some dtbte had been outetanding for more than 
nm»v othere mr more than ten. The Committee advieed that all bonde ehould bo 
lapoM tmmedmely and that in ftrture, mortgagee and bonde ehould be repaid in five yeare 
Ot the lat eet a reoonuaendation whlfA wae endoreed by the Government an the gmiind' 
thibbaak money amat eiroiilate and not etagnate in partloular handa.** It waa recorded 
Giat depredation of vahiee proved the exieting praotioe of lending the hdl value ckf 1 

aet tbem ; tnat wnea tae Doarowmr oieQ, vne eone ana neire i 
, a fteah aaoufity s that boriMwn of leae. than JBU. 2p2 were a i 




iMij^ md indeed te lca fin e 
vae engaged in Caieiitta^ ^At. ao 

jiqmurter of the 19th century did Bombay bomt'igf waen tiraat 

a doeen ag»M:y houses and more than not» 

in be found leas than half , a dozen* The authorities of the 


Ifost hidia Company were imwitiing to idker cneaticm of 
iwnks as they feared abuse of sudiauthmization aad-found 

itiiemselves at thdr wits* and to devise appropriate means dl 
* 

A ve^ large |»roportion of the capital of these Agency 
Houses seems to have been derived from the depoats of 
natives. A fair proportion wSs claimed aS their own. But 
•contrary to the usual belief, ccmiemporiay evid^ce does 
not place funds derived from civil and military employees 
of the Company at more than a small proportion. 

In Bengal, indigo planters were' the most impcntant 
•clients of Agency Houses. Contemporary witness are 
unanimous that indigo planters and other Europeans brought 
with them no capital when they arrived in this land of 
golden pagodas. The Agency Houses supplied the bulk of 
'Capital embarked on. indigo fdantations. Rarely were loans 
given jwithout security. The usual practice was to Insure 
the life of the borrower on an annual basis. Smnetlmes, 
the factory was mortgaged and very seldom, joint personal 
security was offered and acc^ted. 



A great and tmusual change appears to hfive come over 
economic conditions about the twenties of the last cmitury. 
During the first decade, it was usual for Agency Houses to 
^large 10 to 12 per cent for their loans and a further com- 
imssion on advances of per cent and on sales, of 2 per 
omt On deposits, they pidd 1 to 2 per cent less than their 
advances rate while on money withdrawable without notice, 


^ * Among the Agenoy HbaM which exleU|d I^BonlMiyv Fofbee A Co. i ^ 

A te., took mn eney lend. They took pmirf^ilhniiolng the militnty neodk dr the 
Indin Cte., nad we And the Compnny owing them eia4y in flie fllneteeiith centuiy gami ne Inige w 

'lo wiem eowm wuen wnn-expotmci lit wie t>o. o wenime. Among osneiot we wmj 
eyi*— ^^*^*1*** A Cif iTfiT fi p — %T ftif Pifffihig ho rt l Mitfr' 

«ieattaiclMM«wu»fteilflUstaiaUte]N»it1t%«,«4iir3^ 

Si |i|9« Mw An IhUli — « «- 

bM tbw OriMSta lottnrin^ Orfmtal lag AlHufMie. er^ 

• Cpi.1 



fObdlit 2| jio 3 «ent && those yean (180^ 

In Ckyvmin^ foo^ ietdied a h4^ yi^ of 

■-■■§^■9'^^ ceak' - 

a)d the aecond decade, thwe took plaoe 
fall in intorest xatea. Government funds now 
yielded no i^ore than 5 to 6 per cent and Agwicy Houseet 
11^ to reduce theif charges in the fkst instance to 8 to 3 
per o^t and later (1830) to 6 to 8 per cent. The rates paid 
on diq>osits fell from 8 to 6 per cent in 1819. While befmp 
this time, they used to discount bills at rates varsdng 
bHween 6 and 12 per cent, the discoimt rates about the year 
1331 no longer exceeded 7 per cent. These low levels con* 
tinoed well into the forties. 

.This change in the monetary conditions was officially 
r^listered in what was called the court rate of interest at 
eSabcutta. The maximum of 5 per cent limit on usury whkdi 
prevailed in contemporary England was never in force in 
Calcutta hut a law of George I prohibited Britishers from 
taking more than 12 per cent. When disputes came before 
the Supreme Court, it did not allow more than 12 per crat 
in any case. But a little before 1820, the Court lowered 
tikis rate to 10 per cent and in 1821 fixed it as low as 6 
per cent 

MHiile the successful termination of the Maratiha and 
other wars of the first two decades must not be overlooked', 
it ia significant to note complaints of *a severe trade depr^ 
s^Oil about 1823-4. Local contemporaries complained 
ihdeed of the arbitrary debt policy of the East India Com- 
pi^y, sudden repayments causing sudden ease in rates, as 
1 ^ of failures of Agency Houses in Madras 20 years befere 
time. Bombay recorded also a continuous export of 
g^ to England—an offshoot of England’s return to the 
standard about 1819-20, and the abundance of silver 
ih A ' * a 

? ;iiy the Agwic^ Houfss stumbled into their final 

M those which perished were Alexander & 

: & Ca, FergUj^n fit Co., Mackintosh & Co., 
J^ittaikdoii 8i Co., Palmer fit Co^, etc. Seven osc Of 


alcme arte ri^xarted to h«va lo^ 15 p» miSUon potmda.* 
Wilh them were dragged into insolvdicy the assbdated 
tnnks as we]l.t ' 

After the crisis and till I860, barJcing activity proceeded 
with moderate zeaLt Out. of 12 banks launched between 
1833 and 1860, however, about half failed. Soxne of them 
were mere frauds made possible largely by the la^ty of 
law. Others ventured upon imprudent investments in 
industries. Every one of them was a European enterprise.! 

The most permanent institutional gain and achievement 
of this period was no doubt the emergence of the three 
Presidency BankTdestined to play a great part in the history 
of Indian banking. The Bank of Bengal established in 
1806 received its charter in 1809. The Banks of Bombay 
and Madras were founded in 1840 and 1843 re^ectively. 
They were intended to facilitate the borrowing operations 
of the East India Company as well as the trade of Briti^ 
merchants.! 


n. The fadigenous Banking System 


The juAgency Houses and their bcmking ventures were 
innovations incidental to foreign contacts. Fateful and 
ominous as they both were to prove in the not too distant 
future, the contemporaries hardly took any notice of them. 
These Houses and their adjuncts were a mere parasitical 
growth almost lost in the midst of an indigenous banking 
system which, in its extent, its historical antiquity, its 


* €>munmef 4th Sdptember 19S6. 

t The Bank of Hhidnttlum perished with Alexander and Co.» in I8fl9, . It wiBMed a nm 
in 1410 on aooonnt of extensive forseries of notes. The failure of Pahnef and Co., caused 
another run in 1800 when Rs. 90 lakhs were paid cmt. It met all demands promptly befoie 
it OsOed. — Bvidenoe of tarpent. House of Commons Committee on State of Manufseturers, 
Coattneiee and Shlppingt 1888. 

i For a list of the banks c»f this period compiled from Cook*s Banking in India, see, 
Ind ig mooB Banking in India, by L. C. Jain, p. 148. 


t Ihe. Union Bank. It was estaUlshed In 1820 with a ei^tal of 15 lakhs. Bi 1840, 
muds by A. H. Shn, Accountant, were disooviredi He had mlaappropriated assets coming 
into his hands and made false entries. When in 1848 this hank along ^th Its rival the Calcutta 
Bank was doted, it was Ihund that dividends had been paid out of capitid and deposits while 
tihe difeetofs dso had helped themselves to f|ie fand»> Some of the loiins amonnlad to one- 
fbnrtti to onenrixth of th eapital. The bank was also deeply Invdved In indigopiantaUons. 

Bcnaiee Bank was estabUdi^ In 1844-5. It Ihyested the whole of Its eapital praeti- 
In the lodng Ganges Steam Navigation Co. It was dlscoveired friat the meotors and 

j others had pordiaaed the baak*s diaies wiih tosms from the bank itself. ThO directors 
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would be v6ry di£Bicult indeed, if not &ipoasdtrita», to 
|||diU to life the Individiials and tiieir activities making up^ 
of the marvellous fUiandal structure. For, these 
. sowkars or diahus ran into a score or two at least 

^ every c^tre of ' trade and commerce, varied in their 
. j|^ 4 |n^^ from a few thousand rupees to lakhs and 

«d and took in their stride not only their home towns 
|l^t whote provinces and sometimes indeed the whole couiU 
j|^. It is hardly poss&le to obsjerve the system at work 
at any pointy or stage of its history; the available records 
m«% fragments. And yet, on the vast canvass of 
tdstory, there flits across now and then k prominent or out- 
standing figure shedding a human interest out of an other- 
. whe impersonal system. 


ftsme Figures from the Past 


About 1620, we hear of "Champeseye*' or "Chumpeshaw** 
(Champa Shah) of' Patna, described as the chief banker of 
&e City. But beyond the fact that he had a son at Agra, 
ftesumably as the agent of the firm, nothing further could 
be traced about him.* About the same time and for many 
years aft^wards, the E.I.Co.*s correspondence contains 
refaences to the Paracks, an eminent family of banyans 
In ttSurat. In 1685, the Court of the E.I.C 0 . voted to **Bingee 
^ttAck, fihe companies banyan at Surat” a gold medal and 
l^bin ef the value of £150. 


Of all the banking houses of India, ancient or modem, 
si^e h^ a place 'in btetory comparable wi^ the 

of Jagatsetiis, whose transactions, as Bmrke put it, 
*^pere as esimisive as those of the Bank of England.”t The 


t MMi Inlbinittlloii lOioiit the teletiofie betwen 1 

“ ‘ ‘ M hi JMta by Sir Vbeter. (Osietd, IS Vole.). 

idioai»r 
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tii 'th»lJ|Mi»e ^mrnti |tieia»nd ^Sthu viio ndgncM 
Jo^Dunir to Patna In I6{»2i Even is 
:vims zeoorded that nme-t^tha M the hmk^ el iadia )were 
hCarwai^ from -that r^oiL Hu son Manlkn^and was 
aetive in Bacca whic was then tiie eafdtal and place of 
■the royal mint, but went to |durshidid>ad In 1703 when 
Jdiuehid KuU Khan rmnoved the capital and the mint to 
the new city of his name. Manikchand succeeded his father 
in 1711, emerged soon at Banares as the Nagazseth who 
made a loan of Rs. 1 crco'e in aid of the revolt of Famikh- 
si 3 rar and was rewarded by that grateful emperor of BeUd 
with the title of Seth. He was succeeded in 1714 by his 
n^hew*and adopted son Fattehcfaand under Whcun the 
house reached the climax ^of its glory and powo:. In 1722, 
the emperor Muhmad Shah conferred on him the title of 
Jagatseth as a hereditary distinction and bestowed the 
insignia of magnificent robes of honour, an elephant and a 
pearl ear-ring. His son got the title of Seth with the gift 
or robes nf honour and a pearl ear-ring. On the death of 
Fattehchand in 1743, his eld^ grandson Mahtab Rai be- 
name Jagatseth and the younger grandson got the title of 
Mahara^. These two lived to raise the house still higher 
but paia the penalty of their high politics when Mir Kasshn 
executed them and exposed their bodies at M(m#iyr. 
Khusal Chand the eldest son of Mahtab Rai, became now 
<17^) Jagatseth while UdUtwat Chand the eldest son of 
Swarupchand inhmited the title of Mgharaja. The grate- 
ful Clive decreed the Jagatseth as the Company’s banker 
but the house was on a rapid decline. Mir Kassim’s extor- 
tions, the termination of their positicm as the Company’s 
banker on the removal of the treasury to Calcutta, tiie 
stoppage of the ministerial allowance formerly paid by the 
Habob, tile abolition of the cystem oil revenue farming in 
1773, tile famine of 1770, all c o nspi r ed to cause a mpid 
tiirinkage in the fortunes of Ja^afbetii. But Khushalchaiid, 
while aj^ieehng to CUve for ^eoial consideration of teeir 
past stfvioes, ccmtinued to k^> In his enqiloy 4,000 servants 
# his resictenoe^ to maintain a monthly expenditure of Rs. 1 
1||^ an^Happearsvte hay^ as hisIfiNfiiWt a yee^ 
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of Bm. 3 laldis C3ivo His 

iMii SiffalK^^ Jagft^eth in 1784 bjr llie tteci^ nf 

^ Ck»vmor-Gen«»l issued for fhe first time without re^ 


.^iearenee to Delhi, bidradiand became the 5tib Jagatsetb 
the curtain falls on fhe glory of the house when Gobind 
Ghand the VI Jagatseth, who in his dissipated career wfur 
^ysd to accept a monthly pension of Rs. 1,200, passed away 


hi 1864. 


While the local *Chittees’ were as prominent then in the 
banking activities Of the South as they are today, Gujarathi 
merchants mid bankers are quite as frequently referred to. 
About 1740, the largest banking house of South India was 
ireputed to be that of Bukanji Kasidas, a fact well attested 
by fhe frequency with which he is styled as **Sarkar*s 
sowkar and the Chief Shroff of the province”. 

The homelands of the Marathas were a no less fmtile soil 
for the germination of an amazing number of money-lenders 
^d bankers. The Peshwas themselves were always in the 
market as most needy borrowers. By 1760-1, the aggregate 
debt of the Peshwas exceeded Rs. 164 lakhs. In a list of 
about 200 creditors compiled for the years 1740-1 to 1760-1, 
tile overwhelming bulk is composed strangely enough of 
l^ahmins, a class otherwise vowed by religion and morality 
to poverty — a most amazing proof of the epigram that the 
distinguishing contrast of pre-capitalistic and capitalistic 
Society is that while in the latter social type, wesdfh leads 
to .power, power leads to wealth in the former, 
f^^e sacred city of Banares was the original home of many 
banking houses which afterwards reached fame and emin- 
ihce in other parts of India. The pre-eminent among them 
during the latter half of the eighteenth century was the 
. house of Gopaldas Sahu and his son, Manohardas. There 
was hardly a place of any importance from South to North 
and East to West which did not have a gumasta or accredit- 
ed agent of the house; and Gopaldas was the Conpany’s 
firmer of reveiues and treasurer at Banares. Whes Gopal- 
liti died in 1787, the Governor-General and Governor ot 
-jloiaa»y i^ instructions to tiie Reddmit to offer the 
pr<^ conddehces and directed him and dther 
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to continue to patcoiiiiie the firm as for- 
merly* Khilats and jew^ were bestowed on Manofaerdas 
and the widow of Gopaldas, just as Warren Hasting had 
conferred a khilat larevioualy mi Gopaldas when he visited 
Banares. > 

Contemporary with Gopaldas -was the equally eminent 
banker in Surat, Trawdi Shii Krishna Arjunji Natibj^i ^ 
Nagar Brahmin hailing originally from Banares ib^lf 
Iteputed to be the richest 'baidcer in Gujmrat, he is found 
ins&ucting his gumasta at Calcutta in 1787 to wait on the 
new Governor-General with a nazir of congratulations and 
prayer for letters of commendation to the Company’s offi- 
cers; and receiving assurances in return that the officers 
would exert themselves in promoting the prosperity of the 
house. His services to the Company were ac^owledged 
shortly afterwards with khilats, medals and grants and he 
was officially proclaimed as *‘the Company’s shroff in India”. 
He died in 1822. 

Many, many years before Arjunji Natiiji, there flourished 
at Surat (1619-1634) the famous merchant banker Virji 
Vora described in the Company’s correspondence &: tra- 
vellers’, qptes variously as “prime merchants of this town” 
“the greatest Bania merchant”, “the greatest and richest 
general merchant that inhabiteth the vast kingdom”, etc. 
Contemporaries placed his resources at 80 lakhs. Ahmeda- 
bad had its Seth Shantidas whose family has come down ta 
us for centuries by its more widely known title of Nagar 
Seth conferred on it by the Delhi emperors, Shah Jahan 
or Aurangzeb. 


Area of Operations 

These banking houses had their accredited agents or 
gumastas posted all over the country. The firm of Gopaldas 
with its headquarters at Banaxps^ claimed its representa- 
tivfis at Calcutta, Mur$hidabad, Patna, Gaya, Ghazipur, 
Mii^pur, AlUdiabad, Lucknow, Bareilly, Nagpur, Surat, 
Bombay, Masulipatam, Madras, Tanda, I^ulpur and Poona. 

the house maintidhed Maratiia army agencies at 

I, M SqitealMr IWl. 








fliDd 

dft iunoii^ at 6^^ttA,'Oil- 

alcul . days of Maidkeb^d 


lifted Calcutta, Patna, Banares and Hu;^ 

jl S tan^ tfaa ilagataeths commanded a fame which enabled 
pass currmit in any part of India, thelt 
nditrihi steaiiv^ tmxtades do not appear to have penetrated, 
puch b^nmd the borders gt Eastern India. 
db» ta m of intelM^^ 

Throuidi this wide-pread network of brandhes and 
agents, the bankms maintained a syst^ of intelligence 
and Information whidi was truly a marvel for tiie age. 
^e branch of the House of Dixit-Patwardhan located at 
Bpilmy is recorded as writing to its head office at Poona 
fr^uently, almost daily, comimuiiicating developments 
and soliciting instructions. Hundi rates on Poona, Surat, 
Bhavnagar, Calcutta, etc. are carefully recorded, attest- 
Ing to the enormous fluctuations of the money market in 
tbe following forceful and picturesque smitence, **These 
are to-day’s rates. God knows tomorrow’s (Shake 1756).” 
'Nor is the state of monsoon or the course of prices includ- 
ing prices of gold omitted from record. Tbe Govmmments 
of the day ftaind in this all-pervasive and ubiquitous sy*" 
tarn of intelligence a vital means of state policies and en- 
deavoured in eveiy way to attarti the loyalty and int&'ests 
bankers to themselves. In 1742, the E.i.Co.’s respondble 
officer in Soutii India reports it as ‘"shoffis* news” that the 
Maratiias had made peace with the Nizam and that the 
funds of tile timorous shroffs were retunsing to Arcot. 
Scunetimes, the shroff’s pattamars were found by them use- 
’fiil carriers of packets from Telidsery to Bombay. For 
when in 1780 Arjunji Nathji conveyed from Ujjain 
p tiie diiief of Surat his nazirs of cougratulations on God- 
^$afd*8 capturta the fort of Bassein in a single day "after 
filing 70^0^ canon balls ind> it whmreas the Mahratta had 
days to obtain ppsmsion cff it,” the chidf toM 
^ ^uno^ to tite pa^ of thoMctory te 




kuowit to Gal^ 

■•■cit^.ilim0» miidil Itolte* thiiii liio GoVwmfMbt^ Ag^ in 

fllM'lSMirt^ lb o o nv i yi iig* the news of tlie^ war iroiits iin 
Qmvfa^'WoA iht Fm^al^ osisring Haetuations in the tone ci 
thtHnsMijr niariBet^ . As latoas fortiet of the lest cehtiu^» 
e lopMwleii^^ records bdEore the Perlietnentiry t 

Sdect Oeinmittee- tiuit the shrofts corree{>onded wiQi the 
big^plaoee ef' Ad»-revai Gimetantinopole not leing outside 
thdr nuigeb ' 

Transfer of Fonda and fiondi 

The hundi or Indian bill of ^change handed down for 
centuries from an unrecorded past must ever retaaain a 
singular monument to the financial acumen and ingenifity 
of these bankers. Foreign observers noted with wonder 
how these drafts paraed unquestioned from **Travancore to 
P^war.” With each adaptation to meet special circum« 
stances, a large viniety of them came into existence unda^' 
appropriate names — Sh^h Jog, Name Jog, Dhani Jog, Jababi, 
*bandye mudet* (band-i-mudat=fixed period of settlement), 
etc. Tqpavoid falsification, etc. figures were expressed as 
fractions of larger sums or multiples of smaller sums, the 
number of lines in the bill was scrupulously stated and the 
name of the scribe of the hundi appended. Sometimes, l^Us 
for bums as small as Rs. 9 wwe to be met with. Th^ were- 
drawn for all sorts of periods, at si^t, payable the next 
day, 4th day, 8th day, 17th day, 21st day, 45th day, 50th day,. 
65th day, 90th day, 101st day, etc. ‘Bebust’ or *Barbast*, i.e. 
custom or usage prescribed the, period, whether twice seven 
days, etc. A witness b^ore the Select Committee of 1831 
gives SO days as the common period, fo 1621, a bill cm Agra 
reerived at Patna was ^aum at 40 days, **bandye mudet”. 
To save "in the dehrif^* (dahy^s=dah, i.e. ‘10 per cent), 
hnwever, we find tixe sworn shrcff requesting himdis to be 
dbkwn “at twise sevmm dayeF* and speedy “rittisad” (mes* 
s apgtoy .'to^be mnployed so as te cover the distance between 
Agra an# Patna in U de^ Id 1785, we find Bombiqr' draw- 
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««»D Of 9, **SixtiaT iegtet^y^ 

^ - ^ m rardy met witb in tiie E^^Ca^ eQReq)oiidi* 
eia^ needless mcwemtots of imrrcxi^, 

in a higjb degree die safety eC 
ftlwiwHal *<q)eiati<Hi8 and invmtments. How great dik need 
for safety was is wdd reflected in die request made in 1619 
vfay the factor fli Surat to the factor In Broatdi not far away 
to sei^ a quantity of Mahmudi rupees "made upp in wascotes 
<d duttie, wlddi they weure underneath theire clothes put 
more ease and safetie, according to the manner used by 
sheraffes in like transportacions.** 


\:iE!rede 

Then as now, the indigenous bankers combhied banking 
with some trade. The house of Arjunji Nathji had consider* 
able trade relations with Arab merchants in Surat The 
Jagatseths are reported as supplying piecegoods to English 
merchants. The bankers engaged apparently in the busi- 
ness of safe custody also. Whm in 1741, an inveitory of 
die effects of the Company’s shroff Viswanathan was b^ng 
made in Madras, local residents claimed the bulk of the 
dOfects as given for safe custody. A writer on this subject 
has been able to produce an accoimt book of 240 years ago 
which proves that one*twentieth per cent per month was the 
Charge for safe custody of gold and silver valuables, if kept 
open and one rupee per item if kept imder a sealed cover.* 
%it an experienced witness before the Select Committee of 
1831 avers that their main business was discoimting. 


Tlie System of Accounts 

T^ese high bankers who looked down on money-lenders 
and their humble clientele of cultivators end peasants 
oyolyed an efficient system of accounts which without mudi 
vc^tions eatcept of namcp prevailed over the whole coun- 
tiy. The books maintained by them were roj-mel or day 
book; himdi-nodh or bill register; ovaro or journal; malni- 
npfulh or goods register; khata-vahi or legder; samadadcat ' 
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fjpiuks to l^tttleal 

It is a commohplaee, though an amazing one, of Indian 
poUtical Mstory that the country was subjugated igid occu* 
pied by the British with the eid of Indism mercenaries or 
rice soldiers. Accident or design appears to have Oonspired 
to disguise the ^ualty important fact that it was Indian 
money furnished by Indian bankers adiich coabled these 
liiercenary armies to be raised. The contemporary foreigner, 
irhable to appreciate the thorough extent to which reli- 
gious*ctun>occupational bonds had supplanted racial or 
territorial bonds of patriotism and destro 3 red in, the public 
mind the distinction between countrymen and foreigners, 
r^rds this damning verdict. *‘Ijoy^ty and patriotism, 
those virtuous incentives to great and noble actions, are 
here unknown and when they cease to fear they cease to 
obey. . . . Money is here (if I may so express myself) the 
essence of power, for the soldiers know no other attach- 
ment than their pay and the richest party soon becomes 
the strongest.” Warren Hastings in his memoirs made 
some exception for the Marathas as the only people of 
Hindustlibi in whom he found a bond of unity. If prac- 
tice of soldierly qualities in any cause and for any party 
was the key to heaven for the soldier, it could not be other- 
wise for the practice of mercantile virtues by the bankers 
in Iheir dealings with anybody and everybody! 

No banking house in India compared in the scale of 
their loans with the house of Jagatseths. In 1722, when 
Murshid Kuli Khan fell short of his Imperial tribute by 
25 lakhs, Fattehchand came to his rescue with a loan. Later 
In its career, it is recorded that the house made a loan of 
‘30 lakhs to enable Aliwardi Khan to repel a Maratha 
, invasion. In 1742, Mir Habib, a Quisling instigated by the 
Marathas looted the house of ai ifiuch as 2 crores of Arcpt 
' n:qpees. Ye^ ”so amazing a which would distress any 
monatdi in Europe affected Fattehchand 
continued to give govenun^t tdlls ofjex^^ ^ 



liuanAiid^ and OoiwirobaMar. ' . Al^ - . ^fduin^ 

Cciwdmb^^ tbNb^rowed'«\]^^ 
':|:;ff'i|^lll|^^ Bot. caring .to land a less suln.**' .. ; " ^ 

the Marathas were never faaned 
r case of Prussia/luinger made file land 

gnat. Marafha banking was idierefore on a 
f to the resources of the country. ^ 

jpl ^ creditors adverted to above, oxdyRa^tm^ 

Patwardhan^ Vishnu Mahadeo, Bhid^ Oak^ 
Na|)c and Dixit claim loans of 3 luAbs and above 
case does the loan exceed 5 lakhs. The largest 
bl^^Bbet. ot loans is for Rs. 50 thousand and less while loans- 
df 8 to 10 thousand Snd even less are quite nuix^ous. The 
; to of Dixit-Patwardhan, one of the more prominent,. 

^ to have a working capital of Rs. 15 lakhs. 

War with Holkar and Bharatpur in 1804, tibe Com*^ 
itself in a perilous condition. The Governed 
’ Jtotoelf describes the financial state of the Company as piti« 
which made the siqiply of soldiers and nmterial preca* 
rious. The initial successes of Holkar disinclined other 
• tonkers from taking the risk of loans to>a falling power. At 
critical juncture, Arjunji Nathji come forward with a 
^ilpn 'of 35 Jakfas. Tradition has it that carts loaded \^th 
slgs of rupees lined the whole distance between Balaji*s 
.'ff^lBida.to Navasari Gate. The surprise and joy of tixe Gov* 
eRidr<<3€^ knew no boun^. 

^" Agi^ when war broke out with Nepri ki l8l3, it was 
a* piBSe <a this banker from which flowed meang for' 
cai^ and supplies. l%e fact that the govemmwit 

to Arjunji Nathji a khilat ‘*for ttie joy of tiie^ 
^ kid^tes ttot the loto tniist ha^ been 




ato^, to cf gppaliias^ Mohsh^as 
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tiatttoa(|Be:'}' lb a cctoniaiile^^ t78f j'to 'ie4. 
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calls the services of the firm including the supply of fuxids 
iot the campaigns of Surat and Madras.’ 

In 1800, the British raised Rs. 25 lakhs from the shrofb 
at Baroda to pay off the arrears of mutinous mercenary 
troops who' threatened trouble. Seven districts of the Gai- 
kawar were taken possession of by fbrce and farmed out to 
the bankers as repaymmit. 

Even while the aforesaid loans were being raised, there 
were taking place improvements destined to create a money 
market of wide aj^al and thus release the Company ffom 
dependence on individual bankers and houses. Beiwe^ 
1785-1795, bonds of unmanageable and variable amounts 
like Rs. 1 lakh gave place to bonds and certificates of fixed, 
standardized and convenient face values; they were fiettw 
protected from forgery, being made from engraved blocks; 
they were now registrable; finally they were henceforth 
long-dated instead of short-dated as before. From 1790 
arrangements were made for the public outside the metro- 
politan areas to receive interest from Revenue Collectors 
and Residents and from 1793, to subscribe to public loans. 
The consequent rapid growth of a money market is well 
reflected in the fact that while Hicky’s Bengal Gazette 
(1780-2) \nd Calcutta Gazette hardly ever quoted security 
prices till then, such prices become a regular feature of 
such publications from now on.* 

l%eir Place in High Politics 

In these circumstances, it is hardly surprising that from 
the earliest times of which we haye any record, the banker 
was a prominent and powerful figure at the courts of native 
or foreign courts. The princes and powers of India spared 
no pains to attach their loyalty and zeal to their respective 
causes. The bankers themselves could not underestimate 
the valuable financial privilege^and the still more valuable 
protection which political power alone could cHspense. For 
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the pidblic outisde, they* were lisehil interebediarieg ant 
diaxmels of supplications. In 1822« TapidaSi a shroff at 
Baroda, offered his assistance to obtain permission for the 
l^lish to continue their trading tiiere or else to supply 
secretly the goods required. But the shrewd observer at 
Skirat could detect the risks of pladng reUance on shoffs 
and their .political influence and spoke of the imprudence 
qf hol4|ng commerce with **duhonist great ones, whose 
8|8snes and creaditts are not worth a strawe longer then 
art in their princes favour, and how instable thal^is 
^j^lyh experyence shewes.” Arjunji Nathji made financial 
wangements ija procuring for the English a firman for the 
castle and a sanad for the fleet and was rewarded in 1759 
with « ‘‘writing ... to show that the house is deserving of 
the countenance of the H’nble Co. in case of ainy oppression 
to them.” In 1786, Gopaldas 6r his son Manohardas writes 
that ‘‘obedience and submission to the will of G.G. and 
service to the Co. are prior to any other consideration to 
him.” But as will be easily imagined, the house of Jagat- 
seths achieved a political power which almost eclipsed their 
banking power. We read of Arjunji Natkji being made a 
member of Council at Calcutta but nothing further is said 
about it. Jagatseths however always held membership of 
the Council of Three of the Nawab of Bengal. It was with 
the aid of the Seth that Murshid Kuli Khan was enabled 
to purchase the continuance of his office as Nawab after 
the death of Aurangzeb. When the housdiold officers’' 
clamour compelled Sarfraz Khan to dismiss the Jagatseth 
and his two colleagues from the Council in 1739, it was the 
Jagatseth who invited Abwardi Khan to overthrow the 
good but infirm Nawab. As a consistent and loyal friend 
of the English even to the point of opposition to the Hindu 
Kings of Bihar, he dissuaded by many subterfuges. the hap- " 
less and imprudent Sirajudowla from mSking aii alliance 
vdth the French. The’ conspiracy to overthrow him origi- 
nated at Murshidabdii and not 'Calcutta where the Council, 
weighed in a cold manner <^y theii^ busixmss advantages 
brbm the success of the con^irScy and voted in favouft 
Contempoi^uy opinion, native and foreign, was unanimous 



■tiiat the revolution was the work of Jagatseth and Durlabh 
JRai and Clive who was quite well known was merely **a 
captain whom the Seths had brou^t from very far at a 

great expense to deliver Bengal,’* This is con&med by 

Clive’s lavish entertainment to the Jagatseth at ' Calcutta 
for four days at a cost of Rs. 17,374. Their influence at the 
imperial Court of Delhi was no less unrivalled. Theflnnans 
of Delhi appointing ' the Nawabs of Beigil-rShluja<^d> 
daula, Sarfraz Khan, Mir Jaffar and a series of them were 
always promulgate through them as also Clive’s patent sa 
*^n Omrah of the Empire”. The Jagatseth paid the pdoaltST 
of his high politics when Mir Kassim took him with ofoer 
bankers to Monghyr, “that they may always be with me 
and attend to my business and their own, according te cue* 
tom” and executed them at Baur, in the face of the protect 
tion promised them by Clive but not enforced by Vansittart 

-Bankers and Bevraue Collectors to Government 

In many parts of the country, the revenues were paid not 
'directly to the Governm^t but through the shroffs as 
farmers. As the Government instalments fell due before 
they were collected, shroffs made the payments in bills of 
15 or 2^ days and thus became sureties for the revenues, 
Manikchand was the treasurer general of Bengal and 
'keeper of the Nawab’s private hoards. In April every year 
zaxqindars and collectors of revenues assembled at Miir- 
:8hidabad and settled accounts with the treasurer. Entitled 
to receive 10 per cent on aU payments to the Nawab, the 
Jagatseth’s profit from this source -elone was estimate at 
'40 lakhs. In all parts of the country, revenues were trans- 
mitted to the headquarters by means of bills supplied by 
.. the shroff. 

V 

'BDut-masters and IMoney-chan^en 

As tn other parts of the world in old times, minting money 
was a private trade of licensefl individuals. While in some 
■ceases, tiie Daroga or »the< mint-master was ^te distinct 
foom the banker, it is e^ to see how banking^and numey 
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grint l f ^ must have tended to become generally indistu^ 
guishable parts of the same occupation. The different pra<> 
tices in vogue in different parts of the coimtry throw imr 
portant light on the place of monetary circufetion in the 
acUvities of the Indian Banker. * 

Bengal alone, the minting of money appears to have 
approidnoated to a monopoly privilege, a result of the 
miique power exercised by the house of Jagatsheths. 
•Although the mint mastersMp was officially vested i|i a 
different individual, nobody but the house of Jagatseths 
had the effective use of the mint at Murshidabad,^ As 
oatly as 1717^19, the English merchants made efforts to 
secure from the Nawab the right of minting. But they 
were informed by the officers of fhe^Nawab that “Fatteh- 
chand is so great with the Kawab, they can have no hopes 
of the grant.” It was not till 1757 that the Company got the 
right to establish a mint at Calcutta. Even then the mint 
was of little use as the Calcutta rupee, notwithstanding 
its weight and standard were in every r^pect as good as 
the siccas of Murshidabad, was at the mdrcy of Jagatseth 
who “could make it flutuate in such a manner as he seems 
fitting and convenient for this purpose.” A parwana had to 
he obtained from Mir Kassim, ordering the rupee of the Com- 
pany to pass current and forbidding any person to demand 
discount on it. 

t- 

The stake of the Jagatseths and with them, of the bank- 
ing 'Community in maintaining the sicca rupee as the sole 
rupee of the realm was. a very peculiar one. In virtue of 
their office as the treasurer of Bengal revenues, the Jagat- 
seth prescribed that the revenues of the year must be paid 
In coins of th current year. As the coins of the earlier^ 
years were accepted only at a heavy discount, it became 
a lucrative occupation both for the shroffs and the mint to 
receive such rupeetft at discoimt and recoin then|. The 
profit of ordinary minting i&elf was not small. In the year 
1746, the Jagatseth was giving 201 sicca rupees for 240 
rupees w^^t of silv»: offered to him. 
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.. This unusual hold on the mint and the legal tender of 
the land, the Jagatseths strove to protect equally un- 
usual means. It aj^ears that about 1736, the English mer- 
chants at Galchiitta began to import Madras and* Aifcot 
rupees and use them in payment to Indian merchants. The 
JagatsetH retorted by obtaining a firman from the Nawjsb 
making these rupees receivable in public or private pay- 
ments at much lower value. Shortly aftejrwards, a duty of 
2i per cent was levied on all foreign rupees tendered to the 
Government. This complete mastery over the mint enabled 
the Jagatseth to suffer no one but himself to buy even "a 
rupee’s worth of silver” imported from outside at his own 
price. 

The grant Of monopoly of dealings in precious metals 
appears to have appealed to the Government of the land as 
a very profitable source of income to themselves. It ia 
recorded that in< 1621 the native governor .of Masulipatam 
sought to confer on one shroff “the exclusive concession 
.... of the right of buying, selling or exchanging all gold 
and silver brou||it to port.” To this, the Dutch and the 
English supported by native merchants opposed a passive 
resistance, with the result that after about three months, the 
plan “fel^of itself e.” 

In the Maratha territories, minting appears more as an 
industrial craft than a part and parcel of banking activity. 
The licence to mint was issued to many persons in different 
places for a period of years, usually three, and on condition 
of an annual payment to the Government, which rose 
annually from rupees fifty to about Rs. 125. In a place like 
Dharwar, separate licences were to be foimd at one lime 
for minting each different kind of coin and six out of every 
thousand mohurs, rupees or hons minted were to be paid 
as Government royalty. In the Konkan, the Government 
nazar for minting the copper paisa was raised as high as 
Bs. 12,p01. About the year 1766-f, we find such licensed 
nunts at work in places as neq^ or as' far away from each 
other as Nagotane, Rewadanda, Mahuli, Dharwar, Nasik, 
Chinchwad, C3iandwad, Daulatabad, etc. The nimiber of 
mints need not cause surprise since tiie average-mint was 
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iBieiall size. When a mint was establi^ed under Govern* 
inent management at Nasik, the staff consisted of <»ie 
Karkun or clerk, two peons, one blacksmith, five gold-* 
ahiths, two hammerers and one engraver, etc. Rs. 45 per 
thousand rupees minted was estimated as the cost of 
manufacture, i.e. mat^al, wages, wastage, etc. The manu- 
facturer appointed by Government at Dharwar was entitled 
to one gold coin out of every thousand coins turned out. 

In South India, the coinage of the famous gold pagodas,, 
fanams, etc. was licensed on lines more or less similar to 
those found in the Maratha territories. From their earliest 
days, European settlers of all nationalities were admitted 
to this privilege no less than the natives of the land. In 
1692, the President of Fort St. George was presented with 
great ceremonial six iron chops or stamps for coinage by 
the local prince. But the privilege was of limited value 
since the Nawab would not make any coins but those issued 
from his Arcot mint receivable in Government payments. 
The Nabob’s pagodas enjoyed for this reason 'a premium 
over all other coins and the efforts of the English to intro- 
duce a more reliable pagoda was discourage by *‘the most 
knowing and eminent shroffs” as a vain novelty. 

With these coinage arrangements, it is easy to see how 
money changing must have become an important and lucra- 
tive . activity of indigenous banking. The famous French 
traveller Tavernier (1640-1665) has place on record many 
shrewd observations on the minting and money changing 
activities which we have described above as prevailing 
in later centuries. ‘Tn India, a village must be very small 
if it has not a money-changer whom they call shroff, who 
acts as a banker to make remittances of money and issue 
letters of exchange. As^ia general these changers have an 
understanding with^the Governors* of the I^vinces, they 
enhance the rupee at their iHU for paisa and the paisa tot 
these shells.” It causes hardly any surprise to learn that' 
pa. 1834, 2,1^ baiters at Bombay petitioned the Govern- 
m<mt against the introduction of a tmiform rupee as likely’ 
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to destroy *‘the only occupation left to them after the Pesh* 
wa’s Government was overthrow by the British Goven- 
ment in 1818.” To the normal commission on inter<change 
of money, the dishonesty of the seignors and the skill of 
counterfeiters added further sources of profit. In South 
India and elsewhere, the more well-known and respectable 
shroffs met the situation by putting into circulation bags 
under ffieir own seals, containing 1,000, 100, and 50 and at 
times, amounts as low as 10 and 5 pagodas. 

Sanfctions of Commercial Obligations 

In the special conditions of law and authority in those 
; times, the force of custom and social pressure had to sup- 
plement unstable and uncertain political power to secure 
conformity to trade and financial obligations. When Surgee 
[ngedas at Broach declined to pay bills drawn on him unless 
he were allowed 15 days more the English creditors kept 
him prisoner in their house. Even when news arrived from 
Surat that satisfaction was received there, Surgee Ingedas 
was continued pjrisoner for a day and night longer imtil he 
promised 1 per cent of the amount more as amends for his 
behaviour. This was in 1622. In 1736, the Company’s shroff at 
Madrat^ Viswanathan, and two bazar shroffs were found to 
have abused public confidence by putting into circulation 
under their seals Bags containing pagodas of inferior touch. 
All three were sentenced to transportation to the Western 
Coast of Sumatra. On the intervention of ”the heads of the 
Right and Left hand castes,” the sentence on the bazzar 
shroffs was commuted to simple banishment and a fine of 
2,500 pagodas but for Viswanathan, the heinous offence 
could be expiated only by an offer by the caste of 3,500 
pagodas to be spcmt on the improvement of the native 
part of the town. Sometimes the punishments were less 
severe. In 1741, two town shroffs of Madras who were 
"guilty of sealing inferior pagofias” were "committed to 
choultry and their houses segled up”. 

Business credit was as delicate and precarious an asset 
in those days as now. Even a remote su^^estion of doubt 
or irregularity was a much more effective punishment than 
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•By whidi authority could devise. Kashmiri Mai of 
Banares, a man of shady activities, held the office of 
treasurer to the Nawab Vazir and did no small business 
with the Company for 30 years. On a dispute between him 
and Gopaldas about sums payable on certain hundies, the 
Resident sent for him to appear in. person and on his excus- 
ing himself ‘‘from one day to the other” dispatched a force 
of 10 or 15 harkaras. Kashmiri Mai protested that 15 chap- 
rasis were posted around his banking house and his resi- 
dence, that his business as a banker was greatly injured, 
that the news of his disgrace had reached all quarters. The 
branches of his house were dispersed over a large part of 
the country at Bombay, Surat, Poona, Jainagar, Delhi, etc.i 
and were imp^illed by. the rumour of this news. Since 
the appearance of the chaprasis at his house was enough 
injury to his credit, he could not think of going to the 
Resident in their company. He pointed out that the con- 
cerns of the bankers were settled among themselves by 
arbitration, opposition to which was the only proper grotmd 
for punishment. The Resident called into jconsultation the 
bankers of Banares who averred that Kashmiri Mai’s failure 
to appear was a fault but pleaded for pardon. 

The bankers through their Mahajans -exercised no doubt 
ah effective authority over all their disputes. About the 
years 1780-1811, the Nanavatis of Ahmedabad promulgated 
rules about rates at which the Ankra currency was to be 
exchunged for sicca rupees and Ankra himdies to be 
dS^unted. Non-compliance meant exclusion from the 
-Mahajan'for two months and re-admission required pay- 
mmit of a fine 25f maunds of gram for *Khore Dhore*. 

, But it was in die land of die soldierly Maratha that the 
>np^ pressure of fasting was employed for the enforce- 
pient of pecuniary obligations. The recalcitrant debtor 
found his threshold occupied by an emissary or emissaries 
hired by the credifor as specialists in the exer- 
of .this spiritual weapon. What made the pressure 
irnesdstible jvas the old mqj^. rule that the head of the 
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ianiily could not himself sit down to food so long as the 
i^est was hungry. 

m. 1^1900 

For forty years, 1860 to 1900, banking and banking habit 
made but small headway among the people of this country. 
In the last three decades, the three Presidency Banks and 
Indian jointnStock banks added to their capital a mere three 
crOres and to their deposits only fourteen crores.** These 
iigur^ for such a lapse of time appear modest when com- 
pared with the addition to capital of 4 crores and to deposits 
■of 29 crores in the next 13 years.t 

a 

The cily of Bombay had indeed seen an extraordinary 
floatation of banks during |:he speculation fever of the Ame^ 
rican Civil War.' As many as 25 banks with a paid-up capital 
of 13.6 crores and 39 financial associations with paid-up 
capital of 6.2 jcrores were conjured into existence in the 
short space of three years 1863-5. Of the banks, fbur 
including the Bank of Bombay were old concerns whidi 
were tdinpted to enlarge their capital enormously during 
the speculation wave. The premia collected on the bank 
shares alone has been estimated at 10.7 crores. Unfortu- 
nately, all this financial and banking enterprise was a mere 
Incident in the fantastic speculations in land and other 
forms of wealth prevalent at the time and when the specula*. 

* The phrase Indian Banking** Is meant to be exclusive of exchani^e banks onlv. 
Borne IndUn authors <e.a- Jain, Indi^^nowt Banking in India) ‘ exclude Presidenoy Bann * 
as well. Bxeept for the fact that the directorate and the higher staff of the Banks are drawn 
Crom Britishers there is no suffleient warrant for the procedure. (See Chanter IV). It is na* 
oessary to emphasise that in this and the next Chapter, the progress of banking Is as i es s e d 
with merence to the Imperial Bank, exchange banks and Indian ]olnt>stock Banin of Class I 
(with capital and reserves of five lakhs and above) and Class Il^wlth capital and reserves 
between 1 to 5 lakhs) only. For some discussion about smaller banks Ibr which no statistics 
are ava11id>le. See pp. 58-59 188 ff. 

t Presidency and Indian Joint-stook Banks. (FIguies in lakhs) 


^870 

CkpiM. 

879 

Deposits 

858 

1880 

' 496 

919 

1890 

• 498 

1,746 

1900 

888 

9,085 

1908 

880 

8.900 

1918 

1,119 

5,907 


'Deposits of Presideney Banks indude private deposits only. 
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Hon itsdtf collapsed, not a vestige was to be seen of the colos* 
sal financial fabric rear^ to support and stimulate it.* 

It has been suggested that the uncertainties of exchange 
explain the slow rate of banldng progress.f It is of course 
natural that instability of exchange should have caused 
mudi hesitation, additional cost and difficulty in the 
financing of our foreign trade. Complaints to this effect 
were heard in plenty both before tbe Herschell and Fowler 
Conunittees. Nevertheless, it is most unlikely that exchange 
instability could have affected the business of banks otlfer 
than the highly developed exchange banks and should not, 
for that reason, be held responsible for the slowness of 
domestic progress in this direction. Besides, even in those 
years, the technique of covering exchange risks was cer- 
&inly not less well Imown and not less available than today. 
As the Herschell Committee state in their main Report, 
there is no adequate proof either in the statistics of our 
foreign trade that growth in its volume was retarded or 
that exports were stimulated at the expense of imports.^ 

It accords better with facts to say that the slow progress 
ot banking in India was but a reflection of the almost sta- 
tionary economic conditions in the latter half of the 
. nineteenth century. Instability of exchange could hardly 
be blamed for this general stagnation of economic life. Im- 
provement no doubt occurred now and then. But it was 
more than destroyed by recurrent famines and long- 
periods of mere recovery and recuperation had to 
supervene. In the absence of figures of national income, 
etc., — and at best, they are rarely unambiguous and depend- 
able— evidence of a piecemeal or general character is the- 
only basis tot forming impressions on the subject. But 
among those who. have examined the facts attentively, there 
is and should be hardly any grouhd for disagreement on 
this point. It is indeed inevitable theme of every stu- 
d«it of the pmiod.f , • 

Among important factors which presumably shared res- 
ponsibility for this outcome, the factor of special rignificance 

• AFUumeMChmiler in the HittNtini of Bamba f f Ciiitf hv D- E. Wacha, pp, 24«82. 
t Indienou* FtmUAng in Indku by T^, C. Jsin, no. 14»^]51. 
t Report of fCemchell Cimimltliee, Pevoii. 94 ; M : 20 : 97 end op. 800-97. 

Y CumUcft mSd hy Valdl end Muienjen, pp« 847-81 ; 864-68 ; footnote, p. 887* 
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for banking is the course of prices and state of currmcy.* 
After the Inevitable reaction to the hi^ prices of the* 
American Civil Wdr, the IncUan price level continued low 
with a downward trend till 1885-6. It then improve, ipade 
striking strides in 1891-3 and then got involved in the cur- 
rency and famine turmoils of 1893-1900. The prices of 
indig«aous manufacture with which the city-located banks 
were most directly concerned continued low and falling 
from 1866 to 1886, recovered appreciably between 1888 and 
1893 and fell heavily thereafter tiU 1899. Such a course of 
events was obviously ill suited to stimulate growth of de- 
posits and banking in a backward coimtry like India. 


On these basic economic i^ctors, there was superimposed 
in 1861 a fateful change in the currency ssrstem of this coias- 
try which influenced profoundly and indeed put a brake on 
the growth o£> banking. In poor and backward countries 
and in early stages of banking development, the currency 
note rather than the cheque has proved the most powerful 
factor in accelerating the growth of banking and banking 
habit. The existence of competitive note-issues is the 
foundation on which continental countries including France, 
Germdliy, Belgium, etc., have reared up their banking struc- 
tures. A wide^read use of notes ensues more quickly from 
a system of competing note-issuing banks than from a mono- 
poly of note-issues vested in a single bank or a Government 
department. The banking legislation of the United States 
in the nineteenth century and that of England till the middle 
of the century gravitated mainly round the central Abjec- 
tive of reconciling competitive note-isues with solvency of 


* Currency andPrieee, by Vakil and MuTanjan, pp. 812-22 ; Tables, pp. 808-09 ; * footnote, 

p. 818. 
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Level 

Price-Level « 
Manufbctufes 

(1878-100) 

Purefaasinjr Power 
of Silver over com- 
modities in England 

1666 

184 • 

• W 

.... 

1860 

101 

81 

• e • • ■ 

1870 

lOT 

04 

« • * « 

1871 

08 * 

06 

100 

1886 

06 

74 

128 

1888 

121 

02 

08 

1890 

00 

78 

• .... 

1000 

112 

84 

• • • • 
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banks or the monopoly of issue of one brak witii the natu- 
ral desire oi other banks for “free banking** * 

Till 1861, banks in India enjoyed with or without restric* 
lion'powers of note-issue. There wore no doubt daingers 
inherent in such a situation. But such dangers could have 
been mitigated by prescribing appropriate conditions as to 
form, minimum denomination, aggregate volume, kind of 
cover, etc. for such note-issues. Unfortunately, the Paper 
Currency Act of 1861 fell in for a Government monopc^ 
and closed the door on progress along the one line which 
promised quickest results. The growth of our banking 
system without any prolonged experience or historical 
stimulus of competitive note-issues is indeed a distinguish- 
Ujg mark of banking in India as compared with other 
countries.f 

In 1870, there were only two Indian joint-stock banks with 
capital and reserves of 5 lakhs and more. By 1900, the 
number increased to 9. The most important among them 
were the Allahabad Bgnk of India (established in 1865), the 
Alliance Bank of Simla (established in 1874), the Oudh 
Commercial Bank (established in 1881), and the Punjab 

National Bank (established in 1894). 

/■ 

While the progress of banks and banking in general was 
very slow till 1900, one <x)nstituent of the banking system 
passed through a remarkable phase during the last decade. 
Indiaii joint-stock banks were hardly in evidence in the 
two ^^adss 1860-80. During the next decade, they gained 
in size and strength. But in the last decade, they maole 
a substantial gain of more than 5 crores in their deposits 
while exchange banks showed a betterment of 3 crores only 
and the Presidesncy Banks actually lost ground by 24 crores. 

* Cf. ** The Ant itave of credit le « stase of note ime and irraduafty the note iesue be- 
oomee of much less imnortanoe. and then you oome to the eeoond etaffe, when denoiits become 
the prlndnal form of banking.**— Walter^agehot before Select Committee of Houee of Com- 
mons on Aanks of Issue, 1875. 

t Perhaos* the strannest feature of the decfirion of 1861 was that It was taken by James 
Wilson wfao belonired to the Banklna School. vTlie BanUna School held that there was no 
dhitlnetkm of prlimple between deAnitive money, leiral tender and credit money like 
deposits. On account of mutual substitutabilltv etc,, it was not possible to control rigidly 
t^ total means of payment. Besides, competition among banka and the principle of reSox 
f .s., continiiotta r^myrnent of loans wlm capital needs were over, made over-issue unllkelv It 
was the rival Currency Sdtool which regarded note-lanie as no banking function at all and 
advocated its centMlsation in a government department. See Chap. Yin. 
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The Allahabad Bank alone re^rded an improvement o£ 
crores.* 

As our analysis elsewhere shows, f the last decade wiW 
nessed a sudden and remarkable boom of investment in this 
country. It is probable that the pressure of this boom and 
its subsequent collapse fell very largely on the Presidency 
Banks which had to supply cash to meet the two phases. 
The initial fall of interest on the other hand placed Indian 
joint-stock banks in an advantageous position since more 
tl^ three-fourths of their d^)osits were probably fixed 
deposits and rates offered by them have been always very 
attractive. Perhaps, the Government also aided them by 
reducing their rate on postal savings deposits to 3} per cent. 
It is not surprising then that they should have acquired 
crores out of 5 in the years 1891-7, partly at the expense of 


Presidency and 

Exchange Banks but partly out 

of new 

sources also.t 

• 

(Figures in lakhs) 
1870 

Number 

■€ 

Capital and 
Aeserve 

Deposits 

Presidency Banks 
Exchange Banks 
Indian«Joint-Stock Banks 

* • • « 

j • « • • 

8 

8 

2 

1880 

8 

4 

8 

1890 

3 

5 

5 

1900 

8 

8 

9 

881 

2.1 (ni.Ca.) 

11 

6898 

52 

Id 

PresidencyjSanks 
BxohanfC^ Banks 

Indian Joint-Stock Banks 

Presidency Banks 
Exchange Banks 

Indian Joint-Stock Banks 

PreMency Banks 
Exchange Banks 

Indian Joint-Stock Banks 

• • • • 

405 

8.0 (m.8s) 

21 

447 

8.0 (m.£s) 

51 

^550 

15.7 (m.£s) 

127 

849$ 

889 

68 

1,4768 

768 

270 

1,2288 

1,050 

807 


$ Private deposits only 



t See Chap. III. 





t Private Deposits (in lakhs) 




Presidency 

Banks 

Exchange 

Banks 

Indian Joint-Stock 
Banks 

Total 

1890 

1,476 

764 

271 

2,501 

1891 

1,418 

888 

846 

2,622 

1892 

1,267 

858 

887 

2,507 

1898 

1,210 

818 

408 

2,481 

1804 

1,818 

^9719 

450 

2,789 

1805 

1,812 

1.018 

566 

2,909 

1806 

1,802 

• MW 

588 

2JM5 

1897. 

1,016 

900 

681 

2,606 

1808 

1,078 

940 

680 

9,716 

1899 

1,141 

1,070 

748 

2,954 

1900 

1288 

1,050 

808 • 

8,146 



CHAPTER II 

^ PRESENT CENTURY PROGRESS 

A QUANtTFATIVE esiimate of the progress of banking and 
benkini; habit is in itself beset with many inherent difficul- 
tiles. The absence of or inaccessibility to relevant statistics 
eh this subject makes such a task even more impracticalj^le 
in this bountry. The measure most easily available and 
ordinarily employed is the size of banking resources — the 
capital, reserve, and depoht liabilities of banks. But the 
of this measure is valid only within certain limitations, 
lb particular, it is not easy to ^stinguish how far changes 
hi^deposits are a reflection of changes in price-levels, growth 
of wealth in general, extension of facilities to new areas or 
classes, improvements in banking habits, technique, etc. 

Absolute Progress of Banking Resources 

Between 1900 and 1914, the deposit liabilities of Presi- 
dency, exchange and Indian joint-stock banks recorded an 
ad^tion of 57 crores. Between 1914 and 1920, the gain in 
d^>osit resources amounted to 139 crores. The year 1920 
was, however, an exceptional one, being at once the climax 
and collapse of war and post-war inflation. If we adopt 
' the year 1922 as representing a substantial restoratioi\ of 
more normal conditions, the improvement should stand at 
107 crores instead of 139. 

It is a commonplace of Indian economic history that the 
first 20 years of the present century saw remarkable fluctua* 
tions in the rupee price level. Between 1899 and 1914, 
prices mounted by about 30 per cent. The war caused a 
degree of inflation which left the price level even as late 
as 1922 at about 84 p^ oent higher than in 1914. In ^hese 
dhcumstances, it is very difficult to ascertain how far the 
growth in deposits was a mdre concomitant of the rise in 
price levels and how far it represented a broadening or 
int^isificat^n of our bankizig structure. If index-numbers 
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of prices coulS be accepted as reliable correctives for the 
price factor, about five-seventii of the growtii betVreen 
1900-1914 should be regarded as real, taking as our basis of 
comparison the purchasing power of the rtqpee in 1899-1900. 
In terms of the purdiasing power of the rupee in 1914, the 
r^ growth in banking resources between 1914 and 1922 
should be placed at a little more than half the nominal 
growth. As experience teaches, however, such reliance on 
indmc numbers of prices is not fully warranted. 

3*he twenties of the present century present a very un- 
usual period. Taking 1922 as a fairly normal year, die third 
decade seems to have been largely stationary in point of 
growth of deposits. A slight upward movement is vidble 
but it could hardly be described as progress. This stationari- 
ness is in a large measure the reflection of the steady defla- 
tion of prices which was occurring throughout these years. 
The Calcutta-Bombay wholesale index numbers stood at 188 
in 1920, 176 in 1922, 143 in 1929 and 121 in 1930. In the Ught 
of this persistent fall of prices, the small improvement of 
1922-1929 even must be looked on as evidence of the grow- 
ing strength of the banking system. 

By 1931, the price level passed in its downward progress 
the le^ihl of 1914. The aggregate deposits of the Indian 
banking system then stood somewhere between 212 and 
197 crores as against 87 crores in 1914. 

'^e great deflation of prices initiated by the world crisis 
of 1929, was largely concentrated in India on the years 
1929-1931 when the Calcutta-Bombay index number fell 
from 143 to 102. By 1936, prices settled down to about 94. 
It is remarkable that only in 1931, was there recorded a 
sharp diminution in the deposits of Indian banks. Between 
1930 and 1936, the Indifui banking system as a whole took 
another stride forward by acquiring about 45 crores of 
■deposits more.* 

* We have meaeured the viowtb of banldni; bSut and banldnn power In the oountiy 
excluflively by the gfowth of depoeita. The volume of cheque clenninces ie another Index 
whkh however Buffers from the diortoomiiig that cheques drawn on and paid Into the same 
bank do not natundly figure at the clearings. Is likely that such cheques run into a larger 
volume in India than elsewhere. Table I records the growth of cheque clearances and the 
lignres are corrected for price changes hy an index-number for Internal price-level. We ^e 
the « figures to Dr. Meek, Uie Director of Statistics^ (pp. 881-88 Journal of the Royal Statistical 
Society, Part in.l987). The highly iafiated figures for 1890, 1888 and 1889 prove how cheque 
-deawmees are a better measure of bustness activity than of banking hahit» • 
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Plpce Itoairing Fniuls velativ^ to Other Ftoids 
jpanke ere cwtily one among several reservoirs into whidi 
the savings of Ihe community flow. These oth» restf'voira 
are by no means on all fours with banks. Ihe quality and 
diaracter ol the resources attracted each are by no means 
Identical and to that ex^t, the compariscm is subject to 
certain qualiflcations. Nevertheless, as long term and stuxct 
term funds are distinguishable only in degree and not in 
kind and as the range of contact between them is a wide 
one, the place of banking funds relatively to ofiier fund| is 
certainly a matter of deep economic significance. 

There is another qualification which we must bear in 
mind on this subject.^ There exist some important forms 
of investment for which we have no comparable statistics. 
Building . activity, for example, absorbs in many countries 
about half the annual national savings. There are also 
large annual investments made from year to year on other 
than joint-stock basis. Even with these omissions, the trend 
of banking funds relatively to other funds is an important 
index to the direction of economic growth in this country. 

The relevant statistics are brought together in the follow- 
ing table. 


f Figures in T^nkhg) 



Private Deposits 
of all banks. 

Post-Offioe Savif^ 
Accounts Closing 
Balances.* 

Post Office Cash and 
Defence Saving 
Certificates.* 

Total Working Capi- 
tal of Co-operative 
Societies. 

Puid-up Capital 
Jolnt«Stock 
Conipanics.t 

Life Assurance 
Funds.* *of Indian 
Life Offices.. 

Permanent Rupee 
Debt of Indui.8 
(ill crores) 

Net Imports + 

Net Exports — 

Gold and Silver 
(in previous decade.)t 



■1 


'Figures i 

n lAkfas) 




1800 

2601 




2446 

11 

102 

+ 18027 

1000 

8146 

1004 

, , 

, , 

8609 

52 

115 

+ 10066 

1010 

8231 

1602 

, , 

831 

6838 

283 

188 

+22764 

1000 

saoM 

2286 

436 

8636 

1M91 

846 

257 

+38660 

1080 

22122 

3700 

8800 

9191 

^269 

S5S7 

404 

+84886 

1086 

26180 

7467 

6440 

10160 

81145 

4029 

475 


1080 

26128 

7838 

6702 

, • 

.20089 


467 


lOil 

86474 

6213 

4336 

188-5 

’ 80277 

634 


1040 

40866 

5228 

4q|3 c 

• • 

32619 


774 


1048 

714«0 

0401 

sSn 

• 9 

. . . 


1080 


1946 

01405 

20610 

9764 



hh 

1210 



^ FbT ft fuller ftiialysiB* Chftp* XI. 

I An ftddition of to 10 per cent, must be made for amounts carried to reserve annual*: 

For ft fuller account, Chap. XI. 

• FjPT ft lUUer account, Cliiu>. XI« 
t See Chftib XI. 
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our present standpoint; the incri^ents which have 
occurred from year to year are more important than relative 
or absolute size. As a topic of familiar admonition, invest- 
ment in precious metals arrests attention first. It is dear 
from this table that this form of investment is absorbing 
a diminishing proportion of our visible savings from period 
to period. Between 1890-1900, precious metals acquii^ 
were equal in value to two-thirds of our aggregate visible 
national savings. The proportion fell strikingly in the hlict 
decade 1900-1910 and in the next two decades, other fdrms 
of investment far out-stripped this particular form. So long 
as there is only a limited outlet for investment in urban 
property and peasant-proprietorship prevails in agriculture, 
India is bound to have more need of gold and silver than 
many other countries. Even so, the large net exports of gold 
from 1930 onwards present a novel feature the ultimate 
significance of which is a subject on whibh one can only 
speculate at this stage. 

'Among other claimants for our national savings, Govern- 
ment and joint-stock companies are the most powerful rivals 
to banks. The borrowings of Government have always been 
an overshadowing factor in this country. Except for the 
decade 1920-1930, they were exceeded only by the value of 
imported precious metals while other investments amount- 
ed to only a fraction. After 1910, however, the capital of 
joint-Ztock companies has shown a great capacity for ex- 
pansion and is now a good rival to Government borrowings. 

Since the close. of the War of 1914-18, banks are encoun- 
tering another rival, post office savings banks and postal 
cash certificates which attract the small man’s mite. Funds 
flowing into assurance companies which exceeded Rs. 19 
crores in 1941 must be placed largely in the same category. 

The general import of these changes deserves some closo: 
analysis. 

Since the eiid of World War I, the world has seen tWo rival 
tendencies in the financing of trade and industry. In seve- 
ral coimtries, notably in the United States, industrial and 
comm^cial enterprise' has increasingly sought to make itself 
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indepwideiit jbanks as^.to rely on its own resources 
taised directly. Such a policy tends to divert funds from 
banks into stocks and shares, particularly those funds which 
are ordinarily placed wilh banks as fixed deposits. The 
other counteracting tendency has been caused by the abnor- 
mal posV1929 fluctuations in the values of equities. In cer- 
tain countries, people are now inclined to prefer the safety 
and liquidity of fixed deposits to the ride of investment in 
industrial issues. 

It does not seem probable that the American horfhr of 
indebtedness has become an important factor in this coun- 
try. The recent growth of joint-stock capital is very largely 
due to rapid industrial development of the country. The 
second tendency has been more visible in India, as our 
analysis will presently show. The growth of fixed deposits, 
however, has not been sufficient to maintain the growth of 
banking funds in general— which must be ascribed as much 
to the gathering momentum of the deflation following World 
War I as to certain other factors to be noted presently. 

Government borrowings have been a great competitor of 
banks in all countries. After World War I, the demand of 
State and public authorities for capital expenditure has in- 
creased very much. India has been no exception. In the 
earlier years budgetary deficits, and later the needs of deve- 
lopment expenditure, constantly raided national savings — 
with the inevitable deflationary effect on banking fuhds. 

Perhiq>s the most durable change in the years following 
World War I is the growth of thrift — ^thrift especially 
among the lower income classes. It has been estimated that, 
in some countries at least, the thrift of these classes has 
become the^ major source of capital formation. Apart from 
thrift, technological progress in production, slow or rapid 
fall of inices, much spcipl and ameliorative legislation have 
been factors influencing ffie distribution of wealth more and 
mme in favour of these elasses. The effect on the position 
of bftTiiHwg funds and commercial banks generally has not 
hfitn miltf the same everywhere. those countries in 
which mese savings have beei always relatively unimpor- 
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tant, the fraetion total deports held as peatal aavinga 
diqiwsits has continued fairly und^anged. Such is the case' 
with the United Kingdom, the United States, and South 
Africa. But in other countries like Norway, Swed«i, New 
Zealand, Australia, etc., the fraction is t<^y stritogly 
larger than it was in 1913 and commercial banking has to 
that extent lost ground.* India falls clearly in the second 
category. The growth of postal savings and cash certificates 
has been truly astonishing. The banks themselves assisted 
the*growth of this type of savings by instituting savings 
bank accounts. The figures of savings deposits which are 
available separately for the Allahabad Bank of India and 
the Mysore Bank illustrate this fact very forcibly.t 
In short, the relative share of commercial banks in the 
accumulation and disposal of savings in general seems to 
have suffered some decline in recent years. The same fact 
has been noted of many other countries as well. But the 
causes of this outcome are not the same everywhere. In 
France, Germany, Italy, Japan, etc., the volume of deposits 
held by commercial banks improved' relatively to all depo- 
sits between 1913 and 1925 but lost ground heavily there- 
after, due no doubt to severe deflation. Deflation as an 
importam factor became active in India only after the 1929 
crisis. The cause of a similar decline to the position of 
commercial banks to other countries is the increase of 
savings deposits. New Zealand, Norway, Sweden are such 
countries and there is little doubt that India must rank 
among them. It is, however, not likely that this decline 
will be a permanent feature to this coimtry. Banking is 
still to its early stages of development and, sooner or later, 
the normal tendencies of growth must assert themselves. It 

* Saviogi Batiks and Postal Deposits as p.e» of total Deoosits. 

Norway A«stint|a 4S% 

Sweden 47*00% United KItiadoro 27% 

NewZea1iu^48% United SUtes 21 % 

South AfHfla 10*16% • • 

Monetary Reylew« Vol. I, p. 77, (League of Nations.) 
t Chap. VI i t^Mea XXI and XXn ; Table XXV and Table XXVI. 

Sohedided Banks, ^(bi Lakhs) 

Total Depoilts Saving DeposlU 
1200 240,00 0601 

1240 644,62 4100 

1242 402,60 4106 • 

1246 674,07 0610 

1244 
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if worthy of note in this connection that in those countries 
hi which banUng has developed very hijghly, commercial 
banks have maintained their relative position despite the 
l^esaid forces.* 


Constituents of Indian Bankkig Ssrstem 
Th^ Cmitrilmtion to Growth 

While the present century has seen more or less uninter- 
rupted growth of the Indian banking system, the process 
of the’ constituents of the system has occiirred at different 
rates. These uneven rates of growth mean far-reaching 
changes in the quality and strength of the whole banking 
structure. 

Till 1906, the Presidency and exchange banks maintained 
^ their accustomed lead in general growth. As compared 
with 1900, the increase in deposits amounted to 15 and 

8 crores respectively. During the same years, the Indian 
joint-stock banks added to their deposits 11 crores only.f 

The succeeding wave of Swadeshi sentiment altered the 
trend. In the few years from 1906 to 1913, Indian joint- 
stock banks added to their deposits full 11 crores against 

9 crores of Presidency banks and 13 crores of exchange 
banks. The setback of 1913 struck Indian joint-stock banks 
appreciably. But the advent of war conditions arrested 
any tendency to prolonged decline. In the war years, 
1914-1920, these banks with their aggregate gain of 54 crores 
maintained their progress against their two rivals which 
acquired 38 and 44 crores only. 

The years 1920-30-^6 reveal unusual developments. The 
crisis and deflation of 1920 caused a sharp and general 
contraction of about 14 crores in the case of Presidency 
banks, more than 6 crores in the case of exchange banks 
' and full 8 crores for Jndian joint-stoch banks. By 1922, 
however, quieter conditions were restored. While the 
aggregate depotits of the Indian banking system remained 
more or less stable for the next 8 years, a noteworthy 

* Total DqporfU: Canada M%. Brittah Banki 70%. United 

Stataa W%. ItMatary Rcvl^, Vol. I, pp. T>>8 ; 77 ; 78*6 (f.ea8iie oTNattona.) 

t data A tmly. 
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redistribution ol resources took place among the eonsti- 
tuients of the system. Die tmritOTial expawdon of the 
Imperial Bank of India added 19 crores to its deposits 
.while Indian joint-stock banks improved thehr position by 
about 2 crores. Their betterment was partly at the mcpense 
of exchange banks which in spite of some increase in their 
branches continued to lose ground and recorded a further 
contraction in deposits of 5 crores by 1930. 

Again in the great accession to resources of 45 crores 
between 1930 and 1936, these banks participated in *a very 
unequal manner. The Imperial Bank showed a betterment 
of 2 crores and the exchange banks of about 7 crores. The 
bulk of the improvement was contributed by Indian joint- 
stock banks whose deposits grew by about 35 crores.* 

These unequal rates of growth are inevitably reflected 
in the relative position of the constituents of the system 
from time to time. In 1914, Indian joint-stock banks held 
only 21 per cent of thie aggregate deposits of the Indian 
banking system. By 1920, their share rose to 32 per cent, 
gaining ground exclusively at the expense of the Imperial 
Bank of India. The creation of 100 new branches between 
1921 ani 1930 increased the share of the Imperial Bank 
slightly, gaining a little advantage over the Indian joint- 
stock banks which made a small absolute gain, and the ex- 
change banks which were actually losing deposits. But 
between 1930 and 1936, the share of the Indian joint-stock 
banks rose from 31.6 to 40.2 as against a fall from 36 to 30 
per cent in the case of the Imperial Bank which increased 
its deposits slightly and a fall from Z2A to 29.1 per cent in 
the case of exchange banks which had more than repaired 
the contraction of 1922-30. It is a noteworthy feature of 
these developments that the share of the exchange banks 

was steady till 1920 and thereafter began to decline. 

• • 

In all the changes noted till now, the portion and pro- 
gress of Indian joint-stock banks of B Class appear very 
remarkable. Between 1914 and 1922, their gsin in deposits 
was Rs. 80 lakhs. Between 1920 and 1930, when Ae other 

•SMTWilei 
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CKA^tuesits of the banking qrstem with the exoi^on of 
tho huperial Bank of India were marlrfng time oe kNsing 
<kpOBit^ they actually added to their deposits 2 crozes. 
t%ie years 1930-36 record a furth» improvemoit of 1| 
orores. Anticipating a little of our later discussion, we 
may note Ahat this growth has been largely a growth in 
nimibers rather than in size. The deposit resources per 
bank improved under the influence of war inflation from 
an average of about 5 lakhs to an average of about 7 lakhs 
in 1920. But thereafter, the average has continued almost 
stable, the actual figures being 7.06 for 1920, 7.90 for 1930 
and 7.4 lakhs for 1936 « 

Nature and Character of tfie Growtii 
Gteographical Expanskmf 

Apart from the influences exerting on the relative ^zes 
of banking funds and non-banking funds, the real growth 
of the former is an outcome of several interdependent and 
inseparable factors. The growth of wealth itself, the efforts 
of banks to reach newer and newer levels of income-classes, 
geographical expansion of banks — ^these are the more 
obvious ones which inevitably suggest themselves. We 
have now to estimate as accurately as we can, how far each 
of these factors explains the changes already described. 

In the growth of banking funds, creation of new branches 
and expansion of area ov«r which banks operate have 
inevitably played a notable part together. Between more 
intense exploitation of existing areas and extension to 
virgin fields^ however, the former factor seems to have 
predominated. Except for war .years when inflation 
made cities fruitful areas of banking activity* the average 
of brandies per place with banking fatties fell from 2.47 
to 2.15 betwemi 1916 and 1926. But afto: the Imperial Bank 
ceased to pioneer branches in 1926, the average per place 
has risen continuously frnm 2.15 in 1926 to 2.82 fm: 1936. 
Exe^t for the post-war yAt 1920, the latter figure is the 
highest on record. 

* See Chap. V. 

t TIm ■aamimnt dlwiimto> Cwidd be taken wttb the gnimi badvnwBd deeorfbed 
In TTmiier V grimreltj i eni! rr tT1 T tlTirTT Ut “ft 



lltere was no doubt once a tendency* to exploit more 
and more intensively &e 5 big up-country centres of trade 
and commercet and the 4 great ports of Indiat Even as 
late as 1916, about 32 per cent of the total head offices and 
branches were concentrated in these few places. The per- 
centage has declined continuously thereafter to about 16 in 
1936. As between the up-country centres and the ports^ the 
absolute increase of branches in the former places has been 
23 only betweoi 1916-36 as against 85 for the latter. Par- 
tialfy at least, this must be due to the fact that, as in all 
other countries, country banks find it an advantage to have 
direct representation in the great financial centres and 
money markets of the cotmtry.^ 

There are 2,300 towns in India with a population of five 
thousand and over. Of these, only 140 had any banking 
facilities in 1916. The number increased to 3^ in 1926 and 
736 in 1939 and 1,279 in 1943. The greater part of the exten- 
sion occurred in the small space of years 1920-26, 1930-36 
and 1939-43. In the earlier period, the expansion of the Im- 
perial Bank of India according to^the terms of the Charter 
of 1921 created a general eagerness to expand before it was 
too latejand as many as 154 new places were added to the 
list. During the depression years, 121 more towns were 
placed on the banking map of India in spite of the much 
stronger tendency on the part of rival banks to concentrate 
on the exploitation of the same places. 

The creation of banking facilities in any place is largely 
determined by the volume o| deposits or scope fbr invest- 
ment which it may furnish. While many other fsctors are 
usually taken into account before reaching a decision to 
op^ a branch, 7 )opulation by itself is as a rule a fairly good 
index to banking potoitialities. Judged by this standard, 
extension of banking seems to have proceed in a hap- 
hazard manner rather than on a syi^matic pUm. The figures 
for 1936 throw very instructivp light on this aspect Of the 

* Q 7949 ; 8058 — Minutes of Evidence, Chsmberlain Coiiiml9»Ion. 
t Xoshoie, Ddhi, Amritsur, Lucknow end CCwupore. 
t Bondiuy, CuloiitU, Modnui mod Runfoon. 

1 TWMe n. * 



40 PODBRN BANIOMO ZN 

Of ^3 places which have a populatioix d SQfiOO 
ixiM about 230 or about 92 per cent had banking faci- 
lities in that year. Of 632 places, which were inhabited by 
ittpre than 10 and less than 20 thousand people, 91 or about 
14 par cent were endowed with some bank or branch of 
a bank. Of the rest l^SOS places, 186 or about an identical 
percentage has similar facilities. 

i It is true that a considorable improvement has been tak- 
ing place in the direction of extension of banking facilities 
to smaller places. A comparison of place distribution of 
banking facilities in 1921 and 1936 reveals this tendoicy 
very clearly. In 1921, a little over 19 per cent of places 
with banking facilities had populations below 10 thousand. 
The percentage rose to 36 in 1936. The percentages for 
places with populations above 20 thousand confirms the 
same fact by a consistent decline. When it is recalled that 
the places comprised in the analysis were 198 in 1921 and 
$07 in 1936, the greatness of the change in the structure of 
Indian banking will be easily realized. As we shall dis- 
cover i»resently, the change is not a little due to the emer- 
gence of small banks.* 

It is perhaps inevitable that the bigger places in the 
country should attract banking enterprise first. Still, the 
omission of 40 per cent of places with a population of 20 
thousand and over is in itself not a little surprising. It 
seems to indicate that preliminary exploration and mailing 
out of banking potentialities do not play their due part in 
banking developinent. 

. To a certain extent, the hi^azardness and irregularity 
of pur present distribution of banking facilities are no 
doubt explained by the general avoidance of Native State 
OEaas by responsH>le Briti^ Indian banks. f That this pru- 
dj^oe haa ample basis in &ct is well proved by the occur- 
reucas Qcamected with the*recent failure of a Native State 

Wbta lll and XV. 

^ t fit out of 106 Impottaut Notice StotM, only 90 hod tuiiikiiis IkdlitieH. The 
immber of plneeofbr the mote imporUntStntM ore glvon below : — 

^ Kwhmlr ..4 

..16 GwoUor 2 

..19 Poftninder . . i 

0 Jotmir . . 1 

9 Jodhpur . . 1 


Trovanoore 
^ Hsntaobod 
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bank which had a large ektemsion in British India terri> 
tones. The numerous difficulties, legal, judicial and 
administrative, which arose during the liquidation of the 
Travan^ore National and Quilon Bank are a sufficient 
warning to British India enterprise for the future.* 


It is more than probable, nevertheless, that the present 
distribution of banking facilities is the outcome of lack of 
initiative, adventure and planning on the part of our bank* 
in^ community. The general tendency is that some adven- 
turous bank pioneers a branch in a new plaqe and others 
hasten in its wake in an indiscriminate manner. A com- 
paris(m of the present place-distribution of the branches 
of the Imperial Bank with that of the Big Five of the 
Indian joint-stock banks confirms this surmise in an 
emphatic manner.f In the year 1936, the Imperial Bank 
was spread over 156 places. In the same year the Alllha- 
bad Bank existed in 36 places but of these, in only three 
was the Imperial Bank unrepresented. The Central Bank 
of India had branches in 52 different places but it was free 
from the competition of the Imperial Bank in only 12 places. 
The Punjab National Bank was active in 46 places but its 
operaljpns were free from the shadow of the Imperial Bank 
in only 15 places. The Bank of India, rigidly confined as 
it is to about 7 big cities of India naturally encountered 
competition from almost all its big rivals. Of the 23 places 
in Vhich the Indian Bank of Madras operated, the Imperial 
Bank was absent in only 4. The Bank of ^aroda was the 
only big bank which enjoyed immunity from the Imperial 
and other banks. It was in Exclusive ownership of its areas 
in as many as 16 out of 22 places. This immunity is largely 
due to the fact that it is largely located in the territories of 
the Baroda State. Even in the case of the Central Bank 
of India, numy of its places of exclusive jurisdiction are 
situated in the territories of NaliVb States. In 1939, 3 towns 
with a populaticm . between ^0 thousand and 1 lakh were 


>8miv.8S8^. 

t Bif U.J BMdk of ladiw Centnl Bmtfc of India; Allahabad Bank; Pui^NaU^I 

ikSsMdtol'Baioda; Ht fevont thaw Cva and Bank of MyMi* andlndian Bank 

ofMikdni. * . . 
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wil^hmit a bank<«ffice of any 1^^ It is clear from thia how 
Iztdto banks as a rule are content to take advantage of the 
fdoneer work of some exceptional^ advmiturous or 
IffiVileged bank. / 

Ot 514 places which had banking facilities in 1936, the 
Imperial Bank, the biggest five of Indian joint-stock banks 
and the Indian Bank of Madras were r^esented in 
approxinfately 194 places. It is very unlikely that exchange 
banks were represented in places other than these 194 
towns. In other words, about two-thirds of the places with 
banking facilities in 1936 w«re dependent for them on the 
smaller Indian joint-stock banks belonging to class A & B 
in the country. In British India in 1939, 61 scheduled banks 
were operating in 452 towns. In the same year, 682 non- 
scheduled banks were operating in 476 towns, of which 282 
were free from the competition of scheduled banks. 255 
out of these 282 places had populations between 5 and 20 
thousands. As the progressive rise in the proportions which 
the more populous places bear to the total number occupied 
by the bigger banks indicates, the smaller banks are con- 
centrated in the less populous, smaller places.* 

Analysis of banking facilities by provinces brings out 
with equal clearness the part played in this country by the 
smaller banks. 


1939 
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88 
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88 
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10 
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88 
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10.8 
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18.8 

87 

7 
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78 
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‘It will be observed tha^the more highly urbanized pro- 
vinces are not those which have as a nile more widespread 
facilities. Prdvinces like Assam, Bmigal and 
Madras which abound in small banks have their towns 
Inrgejy covered with banks of one sort or another.^ In a 

• SMit m. * 
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pcovince like Bombay which has few non<scheduled banks, 
the bulk of the towns is retumed as lacking in banking 
facilities altogether. In ^e UJP.*end the C.P., the N.W.F.P. 
and Bihar & Orissa, which abounds in towns of 5 to 20 
thousand inhabitants, the extension of bank branches has 
been extremely slow. 

( 

It would not be correct to infer from this that the smallet 
places outside the orbit of the bigger banks do not possess 
adequate banking potentialities. The place distribution in 
1936 of the aforesaid bigger Indian banks itself contradicts 
such an inference. Of 194 places mentioned above, 37 or 
about 19 per cent had less than 20 thousand population. Of 
the class immediately above it, i.e. places with populations 
between 20 to 30 thousand, there Were 32, or about 16 per 
cent. The first percentage is no doubt low as compared 
with the figure for all places with banking facilities which 
stands as high as 55 per cent. Even though the smaller 
places are thus occupied predominantly by smaller banks, 
the percentage 19 is quite a substantial proportion and sug> 
gests large scope for extension to such areas. This surmise 
is much confirmed by the performance in this direction of 
one 0^ the Big Five and decidedly a well-managed institu- 
tion, namely, the Bank of Baroda. Of its 22 branches in 
1936, as many as 13, i.e. about 60 per cent were concentrat- 
in places with populations below 20 thousand. Yet, this 
has not affected either its liquidity or its profitability. 

Branch Expansion as a Factor in Growth 

We have recorded above that multiplication of branches 
has been a more marked feature of the growth of our bank- 
ing system than extension to new places. Growth in 
resources and in the number of bank-branches shows a 
parallel movement. 198 new braj^ches between 1916-20, 402 
between 1920-30 and 512 between 1930-36— -this shows 
indeed a momentum which is progressively gathering 
strength. Between 1916 and 1936, the aggregate brandies 
and- offices of banks in India more than quadrupled them- 
selves. Unlike extension to places, growth in* branches is 
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at an even rate— which marks it out once more 
as tte hiore easily available line of exjumsion for most 
banks. . 

The same factor explains more .or less the lines and rates 
o| in the resources of the constituents of the bank> 

ixig iqrstem. The competition for new branches has rested 
i^hiefly between the Imperial Bank of India and the Indian 
jointHStock banks. During World War I, the Presidency banks 
were almost quiescait. In the short space 1916«18 Indian 
joint-stock banks added on the contrary 71 branches, he. 
as many as the Presidency banks then had. This should 
be sufficient to mcplain the striking improvement in relative 
position which these joint-stock banks made at the expense 
ot the other constituents.* Between 1920 and 1930, the 
Imperial Bank and Indiwi joint-stojck banks competed very 
keenly for openuig new branches. Of 402 new branches 
then created, the new statutory branches of the Imperial 
Bank ran Into 100 while the new branches of its compe- 
titors easily exceeded 250. While the slow fall of prices of 
those years over-tdiadowed every other factor in growth, 
the relative position of these rivals remained almost the 
same — ^with perhaps a slight improvement in favour of the 
Imperial Bank. 

The situation changed in a very striking manner after 
1929-30. After creating its statutory 100 branches by 1926, 
the Imperial Bank decided on a policy of consolidation apd 
hardly made any addition to its branches.t The Indian 
joint-stock banks embarked on a spate of branches creation 
whidh accounted for 502 out of 512 new branches which 
appeared during this period. The striking absolute gain 
and the still more striking relative gain of the^ banks in 
these years are thus easily explained. 

Th^e exchange banks maintained th^ relative position 
till 1020. Bu^ thereafter they lost position both absolutely 
and relatively till 1930 afid* later only relativdy. It has 
1 claimed <^cially on they: behalf that their policy is 

t $cep. 40. 
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to refrain from creation of branches in the interior unless 
their clients donand such facilities for die particular kind 
of business in which these banks specialize. Only 45 in 
1916, the branches of these banks increased to 77 in 1926 
and to 99 in 1936.' The growth in numbers ‘him been 
evidently slow and is tending to be slower and slower.* 

Of 1450 branches, head-offices and agencies in existence 
in 1936, 99 belonged to exchange banks and 360 to the 
Imperial Bank of India. Of the balance of 991, about 275 
were claimed by the 6 biggest Indian joint-stock banks. 
In other words, more than 700, i.e. about half the number 
of bank offices in the country were created by the smaller 
Indian joint-stock banks of class A & B. These banks, it 
will be recalled, operate exclusively over about two-thirds 
of the places with banking facilities in this country. 

The distribution of the branches of the seven biggest 
Indian joint-stock banks over places follows more or less 
closely their distribution on the basis of population. The 
only notable departure, as may be guessed, occurs in the 
highest population class. Places with populations of 1 lakh 
and iribre form only 16.4 per cent, of the aggregate number 
of places. But as many as 24.4 per cent, of branches are 
concentrated in them.f 

The growth of our banking system and resources by 
mews of creation of branches raises unavoidably the prob- 
lem of overcrowding in certain places. It is of course very 
difficult to arrive at a precise index or definition of over- 
crowding. The size and character of the population df a 
place are the outcome of many circumstances which are not 
always relevant to the question of banking potentialities. 
Nevertheless^ unless a place is a'Centre of mere pilgrimage 
or education or resting halt on converging trade routes, etc., 

it may not be very wide of the mark to suggest that the 

• 

♦ “ . . • .there are no hiaiMfaec of Bxeliaiiae Banke in 6 out of 9 provinces In India. .. . 
in almost all these olaoes, certain Indian Joint«stook banks have opened bran^h^ afUr 
the eetabllslHnent of brandies by the Ibreifn excliaoipe banks.** Pass. 017* Banking Enquiry 
Comndttee Re^rt. 

t TMe rv. • 
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pgemarB of a large number of branches to such an extent 
that the ratio of population per banlcing office falls b^w 

5.000, raises a presumption of overcrowding. In the more 
moderate sized towns, deterioration of the ratio b^w 

10.000, mi|^t be acc^ted as indicative of a similar un> 
healthy condition. The following analysis covers cities in 
British India which have a population of 50,000 and more 
and is based on the census of 1931. 
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These figures suggest important Inferences. In those places 
in which the ratio of population falls below 5,000 or 10,000, 
the predominance of the non-scheduled banks is quite well 
marked. Four of the places in the first category and eleven 
in the second category hail, as might be expected, from the 
province of Madras. The rest belong to Bengal or Assam. 
In those places where overcrowding is not so obvious, the 
scheduled banks preponderate in the number of th^ 
branches. In other words, overcrowding is largely caus^ 
by non>8cheduled banks and is not to be found in those 
places where they have to meet the strong competition of 
bigger banks. The number of branches of non-scheduled 
banks in the cities of Madras and Calcutta need not cause 
any surprise. Madras and Bengal are the two areas most 
prolific in small banks and there are obvious advantages 
of having direct representation at the provincial head* 
qtuurters. i ^ 

c 

part played by non-scheduled banks in the over- 
crowding is illustrate by the following more detailed 
analysis. . 
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* &i those provinces in which small banks do not germi> 
mite easily* the scheduled banks act as an effective check 
on their growth. As exploitation by scheduled banks be- 
comes more intense and the population ratio falls, the num- 
ber of non-scheduled bank branches declines. In the pro- 
vinces of Assam, Bengal and Madras, the situation is 
markedly different. The grip of non-scheduled banks is 
so well established that their branches increase in numbcsr 
even though the offices of scheduled banks have smaller 
populations to serve. 

Structural and Financial Implications of Cieographical and 

Branch Expansion 

When expansion of banking facilities occurs as* a con- 
sequ^ce of creation of branches by a few big banks, it 
means an accession of strength and consolidation to the 
whole system. Among other gains, diversification of risks 
which such expansion brings with it must be counted as 
the most impoiiant factor making for stability. Even if 
expansion causes a fall in the average of resources avail- 
able per branch, such a fall, while it may detract something 
from the profitability of banks, detracts nothing from the 
strength of the structure. The reverse consequences are 
to be feared when expansion ensues from a mere multipli- 
cation of smaller banks and their branches — ^particularly 
when a country lacks the means to organized action in the 
money market. • , 

Such geographical and branch expansion as has taken 
place in recent years is bringing our banks into contact 
with progresidvely leaner places and lower-income classes. 
Between 1926 and 1936, the deposits raised per place with 
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bunidttg facilities have fallen fr<nn 63 lakhs to J^>lakhs: 
i!^ is a fall of about 21 per ceiit. The figures for earlio: 
years confirm the same tendency ^ ccmtinuou^ 
tion. ^Between the same years 1926-1936, deports 4 ^ 
branch for all banks taken together fell from 29.4 lakhs 
to 17.7 lakhs, which means a fall of more than 39 per cent. 
The larger* fall in the case of deposits per branch as am^r 
pared with deposits per place is a mere re-statem^t^ in 
another form of our earlier conclusion that exploitation of 
existing banking towms attracts banks more than extensieh 
qf activities to virgin fields.* 

Of course, for reasons already indicated, this tendency 
to a progressive fall in resources available per place and 
per branch is not inherent in the present banking situa- 
tton. The geographical and branch expansion of the 
Indian banking system is taking place in an unplanned and 
haphazard manner. The progress has not occurred in a 
consistent manner from places with larger banking 
potentialities to places with smaller banking potentialities. 
Large voids and lacunae are visible in many bankable 
parts o9the country and until these areas are systematically 
surveyed and mapped out, our statistical evidence must 
lack finality. 

This geographical and branch expansion has not the 
same significance for the different constituents of the 
banking system. In its great period of branch expansidh, 
1.920-1930, the Imperial Bank of India actually improved 
its volume of resources per branch in an appreciable 
manner. Even in its period of quiescence after 1926, there 
was a tendency to slight improvement. Taking figures in 
the large, however, it may be said that its volume of 
resources per branch has been maintained at about 45 to 
^ lakhs. 

Very much the same sUitement could be made about 
exchan^ banks. As recorded already, the years 1920-1930 
saw a substantial fall in theif deposit resources in India. 
But after tiie great loss of the initial years, they also seem 

* TiMen « X * 
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to hovo slltled down to a srtable level of about 75 to 79 lakha 

^ tomofa. ' ^ 

- . 

||^fe(i£ably different has been the course of events with 
ihdb joint-stock banks. Between 1926 and 1930, they 
maintained their aggregate deposits stable only by a large 
creation of new banks and branches. In these fotnr years, 
d^iosits per branch fell drastically from about 13 lakhs 
to 9* lakhs. The next six years recorded in an irregular 
nn^ner a further fall to about 81 lakhs. The fall is rather 
of a small order when we take into account the great im- 
petus to expansion which marked these years. Neverthe- 
less, the general drift is quite unmistakable. 

The vast disparities in these figures of resources per 
banking office cannot but provoke some surprise. A bank 
has to justify itself ultimately by its ability to offer adequate 
services to the public in competition with its rivals an^ 
at the same time, earn profits normal to banking enterprise. 
Yet there are banks in India whose volume of resources 
per branch varies on the average within the wide range of 
81 to 75 lakhs and yet are able to satisfy their ^areholders 
with soothing dividends. The inevitable inference is sug- 
gested^iat they represent either different types of or^mi- 
zation or are engaged in different classes of business. 

We must bear in mind that even this figure of 81 lakhs 
per "branch overstates the size of resources for the majbr 
part of these banks. For, these banks include the Big Five 
or Six whose deposits per. branch varied in 1936 between 
11 to 13 lakhs for the Indian and the Punjab National Banks 
and 106 lakhs for the Bank of India. It will be shown 
presently that these big banks hold more than three-fourths 
of the aggregate resources of Indian joint-stock banks. If 
th^ are omitted from our present reckoning, the figure 
for the rest of the banks will h) about 31 

lakhs. Yet, these banks are rq^nsible for banking facili- 
ties in about two-thirds of the places on the banking map 
of hadia, claim about half of the bank offices in the country 
and have improved their share of thp aggregate deposits of 



county from about 6 per cent la liSO to U per ceai 
< ia 1936. When Indian joint-stock banks (claasJk ^Jl 1^) 
^ne are considered, the proportion of d^KMdts hdld by 
these smaU banks is seen to have j^n from 19 per c^t 
in 1930 to about M per cent hi 1936. 

That ^eat disparities can eidst in the vidume of resources 
per branch without crippling the profits of banks or fbrci^ * 
them into questionable lines of business is amply proved 
by the discrepancies in the figures for tiie Imperial Bank 
India and the exchange banks. The specialization of , 
latter in exchange business which earns relatively a low 
Vate on invested funds, and rigorous limitation of the former 
to the more lucrative short term business perhaps explain 
„ a- large part of the apparent disparities. From the stand- 
point of organization also, it would be wrong to postulate 
the standard of equipment and maintenance of the bigger 
foint-stock banks as the minimum suitable to this coimtry. 
Many of them and certainly the Imperial Bank have yet 
to make efforts to a^pt their technique, business methods 
and staff to the quality and size of business available in 
the smaller and leaner places in the country. This is well 
substantiated by the figures of their average expenditure 
per branch in a good year like 1936. The Bank of India 
leads with an expenditure of about 98,000 per annum per 
branch and is followed by the Imperial Bank with a figure 
of about 82,000. The Bank of Baroda and the Indian Bank 
whidi are located largely outside Ihe bigger towns bring 
up the rear with an expenditure per brandi, of Rs. 25,000 
only. 

On account of varying conditions of business, costs, etc., 
it is difficult to state the minimum resources whidi on the 
average a bank diould have per branch in order to assure 
sound lines of business an^- adequate profits to shareholders. 
To limit the range of out ideas on* the subject, however, a 
eaicv^tion nuiy be offered* fOr banks which work under 
edndffimis tyidcal cff Ihe biggest Indian banks^ We may 
idee as our basis the lowest av«rdie e3q>enditure incurred 
pinr linmch by Thffiim joint-stodc bmiiK of the status of ffie 



Inadiwa Bank at tbe Bank at Bavodav aamtly, Bb. '85,4X)0^ 
la the aaaaa^SPiear 1936, the highest rate of ^oss profits 
eannad aras 2J8 per osat hy the Imperial Bank of India, 
£t haaks in gttxnral could earn as a rate as this, it 
woiild mean that a branch should have.. resources on the 
aimrage of the order of 9 lakhs simply to meet the minimum 
eaqpoiditure postulated above. It is clear from this that 
with the best of management in the world and the most 
rfrilfu l technique of business, the previously ascertained 
figiBrenf 3i is n^rettably smalL* 

That our calculation of a minimum of about 9 lakhs is 
somewhere in the neighbourhood of truth is corroborated 
by another piece of evidence. Of Ihe 88 new brandies, 
which the Imperial Bank of India opened by 1926, only 32 
were working at a profit and 56 showed actual loss. 
Deposits at these branches of all kinds aggregated to 835 
lakhs. In other words, acquisition on an average of about 
9 to 10 lakhs per branch showed a loss on the bulk of the 
branches.t 

The situation in the case of- smaller banks is partially 
mitigated by their capital and reserves which bear a mu^ 
highmrgjproportion to deposits than in the case of the bigger 
banks. With many of them, the bulk of their resources 
is derived from fiieir own funds.$ 


Deg^ at Concentration 

Althou^ small banks hold in exclusive possession about 
two-thirds of the banking miq) of India and own at least 
half the total number of branches, the Indian banking 
system as a whole is a highly concentrated one. Till very 
recently, the Bnperiql Bank of India, 18 exchange banks and 
the Big Five of Indian joint-stock banks held among them 


^ Fw m bfuflli in Bootey wlildi oolleeU depoflta of obont 25 loldifi and InvoAf 
2S to TO Mdw of llie bulK^ fBnda Mid wUdi baa a fitaff of about 25 pentNu, the fixpeoStoffo 
pi" may be about IU.2,000. For a biaodiiiAmanplaM of about 50,000 acwidhM 

» o depodboolleetiag ageuey, the eapenditorc per mcSSi iBay bo about Re. 200> In 

*^«ee uo Namur, a bmaA with a elaff of nbout 0 pere oae apends about Ra. 200 a^ wUh 
d^padtiofittftOlaBhaiaiuataMetomaettheeiqnyhtuie^ 8ao;fbotaote«|ip.277 ; 500 . 
t Q;.0i45-lds 
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tfi pBt eent of the depoeit reaoiiroes the coimtrir. 
hi the last few years, the pocentage has declined to about 
87; If we add die Indian Bank and the Bank of l^Tsoie 
to the Hat, die pooend^es fnr the years 1930 and are 
94 to 89. Having regard to the area and the special politi- 
cal and social cMiditions the country, few countries in 
the world could show a high^ degree of concentration. 

if Indian joint-stock banks are regarded as a qiecial 
and peculiar credit-structure by itself — and for certain 
purposes, such a procedure is justified — ^the degree of con- 
centration appears much less. By 1930, the share of the 
Big Five in the aggregate banking power of Indian joint- 
stock banks rose to about 75 ]^r cent and of the Big Seven 
to about 80 pesr cent. The corresponding figures for 1936 
record a decline to 68 and 73 per cent, respectively.* 

Chiuses of Concentration 

Such concentration is inherent in the necessities of the 
banking business itself. The fhte of an ordinary enterprise 
is linked to the market prospects and fiuctuations of one 
commodity or at the most, a group of commodities. Banks 
whose resources are withdrawable on demand cannot allow 
themselves to be caught m a stagnation or collapse of any 
particular market or allied markets. Self-preservation 
continuously goads them into interest in imd relations with 
y^ed lines of trade and commerce. Such diversification 
of risks presupposes large resources and large clientele 
which can be secured only by exploitation of new terri- 
tories. High specialisation of certain areas in certain agri- 
i^tural products, concentration of finsuicial requirements 
of different areas at different times of the year, confinement 
of manufactures to certain nsurrow belts and sureas of the 
country— these have no doubt infiuenced and impelled the 
^prdbrth of certain badk£ * . 

. li^ualities of interest-rates are another factor causing 
torritorial expansiqp. Even in small countries, rates are 
ipt to vpy from^ area to area accordtog as these are 
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agricultural, manufacturing, etc. In vast countries like 
India, territorial divisiona are much sharper and differen- 
tials in rates vary wide. As analysed elsewhere,* interest- 
rates are the lu|d^est in Madras and South India g^Mtrally 
and quite high in the Indus and GUmgetic plains. In the 
triuigle roughly delimited by Bombay, Ahmedabdd and 
Calcutta, which irepresents the manufacturing and high 
finand^ area of the country, rates are comparatively low. 
To the impelling motives to diversify riidcs are thus added 
tempting opportunities of earning Mgh rates. Cyclical or 
transitional changes which cause precipitous declines in 
interest rates are apt to make such an impulse to exploit 
higher rates almost irresistible. The years since 19^-30 
illustrate such times when interest-rates in certain areas 
and paHicularly in big towns have fallen to persistent, low 
levels. Whether this impulse acts slowly or in great spurts, 
it does not exhaust itself till rates have been brou^t down 
to more or less common levels. 

The third factor which |ends in the same direction is 
the force of mutual competition among banks. Fears raised 
by tl^^ growth of rival banks are very frequently the 
cause of general movements fdir expansion whether by 
means of new branches or amalgamations. Much of the 
rapid expansion of branches and places which took place 
between 1921 and 1930 when the Imperial Bank was creat- 
ing its 100 statutory branches was this character. litany 
of the leading banks seem to have been seized with the 
fear that they might lag far behind in the volume of th^ 
resources and therefore suffer from the powerful competi- 
tion of the Imperial Bank. Such competition' redounds to 
the benefit of the coimtry so long as it has to reach its full 
banking development. But many times, competition 
forces expansion b^ond the poiht t>f economic justifiability 
and burdens the country wit|^ too many branches, over- 
centralization, concentration of money-powm*, high cost of 
finances, etc. The expense ratios of pur banks anali^sed 

* See pp. |M ff. • 
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iBitfl fpjBcial types business peculiar to eadi locality 
with which the local bank has obvious advantages in 
dealing. 

Amalgamation which in most countries has been , the 
chi^ instrum«Qt of cmicentration has also to run the gaunt- 
let of cerUun special difficulties in this country. Like all 
other institutions, banks also tend to become the mustering 
centres of all communal, sectional and even famity interests. 
Existing staff and management fear loss of importance and 
prospecte. Shar^olders fear loss of dividends. Local cem- 
mercial and economic interests fear the routine ahd mecha- 
nical ways of bigger banks. These and other interests are 
apt to rise in arms with destructive power and resourceful- 
^ness against any movement which threatens them. 

Running athwart all these forces is the cross-current of 
Native State territories. As observed already, British India 
banks are loth to place their interests under the protection 
of Nafdve Princes. Native State banks themselves avoid on 
th^ part such common interests. The upshot is indepen- 
dent local banks for different states. 

These factors have demonstrated their, power in more 
recent years. We have already noted the speed with which 
small local banks have sprung into existence or have ex- 
* plotted opportunities to expand themselves. Banks with 
capital and reserves of 5 lakhs and over have increased from 
30 in 1930 to 42 in 1936, while those with capital and resesrves 
between 1 to 5 lakhs have increased frmn 57 to 74. 

These very factors have operated to give even scmie of 
the bigger banks a strongly regional character. As the maps 
facing page 55 vividly brings out, the Punjab National Bank, 
the Allahabad Bank of India, the Bank of India, the Bank 
of Baroda, the Indian Bank and the Mysore Bank have their 
operations concentrated in certain well-defined regions of 
the country. The Bank df Baroda and the Mysore Bank 
are most active within , the territ<ndes of their respective 
states. The Indian Bank wcSrks in the special conditions of 
Souto India among a clientele largely composed of the 
Nattukottai Chetties. The narrow area covmng chi^l^ the 



Bombay Province served tbe Bank of India is the oat- 
come oi deliberate poli^ to adhere to the biggest indus- 
trial and commercial centres of the land, ll&e Punjab Na- 
tional and Allahabad Banks have always been the banks 
primarily of North-West India. Over^dovdng all of them 
and competing with them almost everywhere are the Im- 
perial Bank of India and the Central Bank of India, the 
former under the pressure and inducement of special Gov- 
ernment patronage and concessions, the latter out of a will 
and spirit to expand. The Imperial Bank was a factor to 
redcon with betweei. 1920-30, while the Central Bank has 
faeei most aggressive after 1930. The marked stationariness, 
of some of the regicmal banks, notably the Punjab National 
and Allahabad Banks may be due in large measure to theU; 
loss or more liquid business in fovour of these two great 
rivals. 

hatematiimal C<miparis«is of Banking Progress 

The foUoviring table sets forth some broad facts to illus- 
trate the progress of banking in India and elsewhere. 
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Today, the deposit per head «in* India is a little over 10 
shillings as against 212 in Germany, 275 in Switzerland, 
1,164 in England and 1,317 in the United States. 

It is obvious that the smallness of our per head deposit 
reflects more the lack of banking facilities than the poverty 












of 4xntiitzy« The f^lfidcoe popolatioii and ntindyer of 
Bqiiaie mdet per banldng ofiioe IxrihgB tiiis out quite clearly.' 

Leaa than one quarter of towns with population of 5,00& 
«nd over have hanking fatties at present. If per head 
d^KMdt is calculated for these places only, the figure is in 
tiie neighbourhood of 70 diilUngs. Even tiben, the figure is 
about (»ie>fourth of Switzerland and one>third of Germany. 
The backwardness of banking halrit and the low levels of 
iocome in this country must be set down as the next cause 
in order.of magnitude. > * 

Countries with hi^ densities of population find develop- 
ment of banking facilities naturally easy. But densities are 
relevant only when they indicate degrees of urbanization. 
The United States have a density of one-fifth that of India 
only while France has a density much higher than that of 
India. Yet their population per banking office is about 
8,000 for the United Stat^ and 20,000 for France. The figure 
for India is 2,76,000 per banking office. 

Other Banks 

The banking structure and banking facilities which form 
the basis of our analysis in this chapter refer only to the 
banks whidi have a paid-up capital and reserve of 1 lakh 
and more. They exist, however, against a vast backgrotmd 
of indig^ous credit institutions and small banks which in 
their territorial extent and their aggregate financial op^a- 
tions overshadow by far modem banking in this country. 
Money-lend^s and indigenous bankers still continue to 
be the backbone of aQl agricultural finance.* On account of 
the deficiencies of law before 1936, the total number of com- 
panies which called themselves ^banks’’ was far above the 
number of banks mentioned just now. Taking British India 
and Native States together, more than 2,300 companies re^ 
turned themselves in 1A36-7 as 'banking and loan compa- 
zdes”. Of these about 110 oidy were accounted for by Sie 
banks wb have mentlbned aimve. The rest aggregating to 
more than 2,200 were *banking and loan companies” with 
* sw nanr. - 



ft cftjntal ftnd reserve ef less tiian Rs. 1 laldi. It 

would be ftn error to underestiniate their i^^g^gste fiiian> 
ciftl in^Mrtftnce to this country, ^leir paid*up caj^tsl 
iQipears to be equal if not indeed definitely in excess of the 
scheduled banks and Indian jcdnt-stodc banks of cSass B. 

The distribution of these **ban]dng and loan companies’* 
according to provinces gives iis an unmistakable due to 
what they really represent in our financial organiation. 
About 1^00 of them are located in the province of Bengal 
and Madras accmnmodates about 500 of than. Bengal is 
the well-known breeding groimd of what are known as 
"loan offices" and has contributed little by way of modern 
banks. Madras is the home of those ancient but queer 
Nidhis or Chit funds and has shown a peculiar genius for 
a prolific output of tiny banks. Whatever their usefulness 
in the economic life of the country, most of such companies 
do not satisfy the prime test of banking business, the 
acceptance of deposits withdrawable by cheque.* 

According to figures compiled by the Reserve Bank of 
India for December 1938, the number of non-scheduled 
"banks", i.e. banks With capital and reserves of less than 
Rs. 5 lakhs, is about 1,421. As may be surmised from the 
distribution of banking and loan companies referred to 
above, the bulk of these banks is concentrated in Bengal 
(988) and Madras (252). Among them all, companies which 
areP banks in the sense that they accept deposits with- 
drawable by cheque and which conform to the obligation 
under Section L of the Ltidian Companies Act to submit ca^ 

• (la LaUia) 
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reserve returns, aggregate to about 626 cmly. U we deduct 
from this figure the number of Glass B banks, we arrive 
about 500 and odd concerns as non-scheduled banks with 
capital and reserves of less than Bs. 1 lakh. After the Law 
of 1936, the situation changed inevitably in a mat^ial way. 
BVom 1936. till 1944, banks with ci^ital and reserves ex- 
ceeding one laltii rose from 74 to 152. There was a material 
rise in the number of banks witii owned resources of Rs. 50 
thousand to 1 lakh but banks with less than 1 lakh of owned 
resources in gaieral fell from more than 1,400 to 274. • 


TABLE I (Figures in lakhs) 


ImpMtel Bank of India 
(or Proddeaoy Baakt) 
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THE STBUCTURE OF INTEREST-RATBS 

RECENT monetary theory tends to look on money rates of 
interest as the dynamic factor in our economic system. 
SUnce rent and wages are more or less rigid elem^ts in 
costs, and profits in the short run at least are only a residue 
or surplus, this signific^ce ascribed to interest-rates is in 
one sense inevitable. No general agreement is visible 
however as to the exact process by which these changes in 
rates become effective. Difficulties start with the very dis- 
tinction which is usually made between short-term and 
long-term rates. It is obvious that among the multiplicity 
of rates which prevail .in a modem mon^ and capital 
market, an average or typical rate to represent ^ther of 
than can be nothing more than a total of theoretical 
analysis. The border line which separates short and long 
rates is necessarily indeterminate and certainly less ascer- 
tainable than that whidi separates open-market rates from 
customer’s rates. Further, differences arise when attempts 
are made to explain the exact mannor in which changes in 
short rates react on the economic process. According to 
one view, ^nsored notably by Hawtrey, changes in short 
.rates are by themselves sufficient to start an econofiiic 
phase. Hawtrey analyses how costs of diffomit classes of 
business men are affected by a change in short rates and 
arrives at the conclusion that the sensitiveness of dealers^, 
in stocks to such changes is the starting point of those 
impulses which ultimately take shape as booms or d^res- 
sions. The second view, originated by Wicksell and re- 
interpreted in various wa 3 rs by Keynes, Hayek and othors, 
looks to the S3rmpathetic‘^effect of ^ort rates on long ratea 
for the initiation of economy changes. The essence of a 
lies for them in tiie bi^ created by such changes in 
the structure of production now in favour of capital-goods 
now in favour of consumption-goods. Changes in kmg- 
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tem rates are in this view inter-related with changes in the 
structure of production. An intermediate view seeks to ex- 
plain economic transitions as due to the gaps which reveal 
themselves now and then between short and long rates. 
According as the gap is more or leas tempting, vast funds 
on the border-line flow into either short or long investments, 
and without waiting for sympathetic reactions on long rates 
enlarge or narrow the volume of employment. This inter- 
mediate view has this common ground with the second 
view that it looks to an enlarg^ent of the volume of long- 
term investment for enlargement of employment.* 

It may well be that these differences are ultimately 
differences of emphasis only and do not mean unqualifled 
unwillingness on the part of advocates of each view to 
concede some element of truth in favour of other views. In 
any case, it is clear that the organization of interest rates 
has a signiflcance which goes far beyond the individual 
concern and interests of banks. Banks have indeed to 
work within the conditions set by interest rates. But since 
commercial banks are the community's main repository of 
short-term capital and the Central bank has the control of 
the cai^-basis of the credit-structure, the banking system 
is also the most dominating influence on these rates. The 
exact degree to which the banking-system controls or is 
ccMitrolled by interest-rates must however depend on the 
chaS’acter of fundamental forces determining the rates 
structure of each country. An attempt is therefore made in 
the succeeding pages to describe the rates structure as it 
exists in this country. 

Relationship Between Short Term and Long Term Interest- 

Bates 

Our flrst concern must be to examine the relation^ip 
such as it exists in this country J^etween short-term and 
long-term interest-rates. Banks are mainly interested in 
^art-term investments. But it is obvious that the relative 
levels of these rates have a direct bearing on their profits 
and therefore on their policies. We may distinguish here 

• A. T. K. Gint : SMv foPMf-Wflr BrOM 
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two questions which must be answered separately. In the 
first place, we must analyse those factors which decide that 
tme class of rates should be higher or lower than the other. 
In the second place, the causes which determine whether 
the differentials between them shall be narrow or wide 
have to bd ascertained. 

The yield on debentures of large and well-established 
industrial concerns furnishes a reliable barometer of returns 
on long-term investments. Unfortimately, an index of that 
quality *is not easily available for this country. In the 
absence of such statistics, we may fall back on the yield of 
per cent, government sectirity as representative of the 
level of long-term rates. To a certain extent, the yield on 
government securities of this kind is indeed more akin to 
short rates than otherwise. The chief drawback of long- 
term investment, namely, non-availability of funds, is 
di mini shed to the very minimum since these scrips are 
highly marketable. Neverttieless, political factors which 
are inseparable from such investment and which make for 
an element of risk, and general psychological attitude and 
practices of the public which looks on them as an outlet for 
its permanent savings, make these securities a fair repre- 
sentative of long-term investments in general. 

The rate of the Imperial Bank on demand loans represents 
par excellence earnings on short term investments which 
are free from risk and liquid in a high degree. As we Shall 
see presently,* other open market rates conform more or 
less to this rate on demand loans, which before the advent 
of the Reserve Bank, was also known as the bank-rate. 

From our record of these rates in Table VI and the 
accompanying chart, the normal relationship between them 
appears to be that the short-term rate is generally, though 
not always, substantially above the long-term rate; For 30 
years in the last century the excekt amounted to more than 
1 per cent for 23 years and* in years of difficulties like the 
seventies, it widened to as much as 2 per cent. There is a 
noticeable narrowing of the difference during the present 
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eetitury, particularly after the outbreak of the World 
Warl* 

l^ere are a few ^ceptional periods, which by their very 
imusual charact^, serve to throw into bold relief the normal 
relationship. In 1891-92, 1921-22 and in the years which 
followed the crisis of 1929-30^ the short-term rate actually 
fell below the long-term. Ihe significance of this reversal 
of what appears to be the more normal relationship for this 
country will be analysed in another place in this chapter.f 
In*the meanwhile, it is important to note that in all*ordinary 
circumstances relative cheapness or dearness of these rates 
expresses itself as a mere narrowing or widening of the 
margin between them. The years 1872, 1892, 1923, 1925, 1926 
and 1930 are illustrative of this proposition. 

This normal relationship between short and long rates in 
India is an arresting contrast to conditions obtaining in other 
countries. In England, the greatest international source 
and reservoir of short-term and long-term capital, the 
yield on consols or on high-grade industrial debentures 
i^ows itself consistently above short-term rates quoted 
for 3 months bank bills. It is difficult to say how far the 
long<i4|arm rate in England is raised by the annual outflow 
of capital and how far the short rate is lowered by the 
Inflow of short-term capital from abroad for trade and 
investment purposes. It is more than probable, however, 
ihat even without the intervention of these factors, the 
relationship is expressive of the basic and permanent facts 
of British economic and flnancial structure.^ 


At the first glance, the United States appear to present a 
situation very similar to that in India. The rates for com- 
mercial paper of 60-90 days maturity have, on the whole, 
persisted in levels above the yield of Home Railway Deben- 
tures or Treasury Bonds of mere^than 8 years’ maturity. 
But there are two special circumstances about this 


* <3m|i. IU; Chap. V • 

tSeifc ra. _ 

m rtde. aHhoiigii no maim o1wnys» short nites are below long 
lawon wh j short rates are usually below long is to be found partly in ^ ^ 

Umwarimt and partly In timeattarMc of lending onlssig«tenna* * -*--" » siisiitfei» by F. 

Ate of Fnlm and by 
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odmiBfircial paper whidi deprive the similarity of its 
apparent edgnificance. In the first place, commercial paper 
in the United States does not r^resent any specific trans* 
action and consequently any specific security of goods. 
Secondly, commercial paper is a much less important outlet 
for investment of short-term banking funds than call and 
time loans to ^e Stock-Exchange. Call loan rates in the 
New York Market which are the true counterpart of short* 
rates in Londcm tend on the whole to be much below the 
yield of Railway Debentures or Treasury Bonds. Betwdbn 
1890 and 1911, call-loan rates diot above the yields of Rail- 
way Debentures and Treasury Bonds only in the years 1899, 
1902, 1905-7.* It may be said th^efore that in the United 
States also, the normal relationship is an excess of long rate 
oyer short. 

The relationship between short and long rates is 
sometimes sought to be explained by means of an alleged 
distinction between money capital and real capital. The 
demand for short-term loans is according to this view 
essentially a demand for money-capital. The long-term 
rate represents the price which has to be paid for factors of 
production or real capital in general. Although divergences 
between the supply of money-capital and real capital occur 
now and then and have far-reaching consequences for the 
economic system, it is highly doubtful whether the distinc- 
tion has any validity as a long period or secular ph^o- 
menon. The aggregate loan-capital of society, in the money 
sense, arises because income-receivers, etc. prefer to hold a 
part cft their money-income or money resources as deferred 
purchasing power. To the extent that they defer their 
their claims on wealth, a- stock of wealth composed of 
finidied, half-finished and unfinished goods is diverted from 
direct consumption into^ fyrther production. If a cross-’ 
sectimi of economic society were obtained at any point of 
time, we should be able to see the two sides of the process 
at once — a disbursement of money-incomes equivalent to 
die net contribution of each factor to the creation of weath 
*m>. m-Sea jstudit if Mmu t M t , nwiit 
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«ad the existoice of a stock of wealth in all inchoate or 
finished stages arising out of the fact that a part of the ag- 
gregate income of society is held back from consumption 
for short or long periods. An advance out of money-capital, 
however short- or long its duration, means therefore a 
transfer of command oyer some portion of real wealth whe- 
ther inchoate or in a finished condition. It is clear from 
this argument that short-term or long-term investments 
differ only in the time-length of the advance and not in the 
kllid or character of the resources which they enable the 
borrower to acquire. There is also no warrant except an 
empirical one, for the belief that short-period advances 
mean the creation of less durable goods while long-period 
advances mean an accretion of more durable goods. If the 
foregoing analysis is valid, then, a persistent relationship, 
as distinguished from cyclical movements, between short 
and long rates must be explained as much in terms of the 
supply and demand* of real wealth as in the case of any 
other economic price.f 


I 


SOME HISTORICAL EPISODES 

While the normal relationship in India is a level of short 
raftes higher relatively to long rates, exceptional years or 
periods are not altogether absent.^ In 1891-92, 1921-22 and 
in the years following the great crisis of 1929-30, short rates 
actually fell below long. 


Episodes of the Nineties 


Events in India in the closing decade of the last century 
have an unusual int^est when ^tudied in their international 
setting. The western world was t^en passing through what 
Ke3mes has described as “thp famous and curious dejares- 
sion of eighteen-nineties.** '^e curious character of the 


*aai>. n, antdit by Kaek. 
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episode is intensified when European experience is compare 
ed with what tran^ired in: India during the same time.* 

In one important particular, the sitiiation in England and 
India was markedly similar. *‘The period (1890-96) was 
marked [in England] by an extreme abundance of gold 
and extreme ease of credit.” The Bank of England rate was 
low and from February 1894 to September 1896, it stood at 
bie imusiial level of 2 per cent.t 
In India, the short-term rates fell suddenly below the 
long-term in 1891 and 1892. In 1888, 1889 and 1890, the 
average rate of the Bank of Bengal was 5.460, 6.991 and 
5.790. For 1891 and 18^, the average reached 3.062 and 
3.4999. Ihe rates of the Presidency Banks of Bombay and 
Madras recorded identical movements. Although the rates 
firmed up subsequently and rose above long rates, condi- 
tions continued on the whole easy from 1893 to 1896.$ 

This unusual ease of monetary conditions was the out- 
come of the fall in silver exchange and the incidental heavy 
imports of silver. For the 5 years, 1884 to 1889, the net im- 
ports of silver amounted to 44.6 crores but in the next five, 
they rose to 61 crores.§ 

Most of this silver found its way into banks which used 
it to add to their cash or converted it into notes and coin. 
The highest point reached by “notes current” between 1875 
and 1890 was 16.4 crores. But in 1891, this figure rose to 25 
crores from the low level of 15.7 crores in 1890 and remain- 
ed at 24 crores in 1892. 

The introduction of the 5 Rupee note in 1891 explains 
tmly a part of the increase. The larger part of the increase 


• Omp. V, 
|Cliiv.V 
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Yield on 


1890 

1891 

1892 
1808 
1894 

1898 

1896 

1897 
1808 

1899 


4.0 
8.8 

8.0 
8.0 
8.9 
8.4 
8.2 
8.4 
8.6 
8.4 


Price at 8( 
Govt. Security 


Rates of Bank 



of 


Bengal 

Bombay 

Madras. 


5.70 

6.24 

5.78 


8.06 

8.05 

2.92 


8.80 

8.80 

8.50 

e • 0 e 

4.88 

4.00 

5.27 

• e e • 

, 8.89 

8.50 

5.01 


4.88 

8.98 V 

4.26 

ir. 

8.60 

8.47 

8.64 

7.02 

7.87 

7.98 

98-0 

8.06 

8.29 

7.80 

101-2 

9.01 

9.88 

6.05 


tlM 


K^mmeier in bis Moifem Currency Befierme I|ip. 66-67, Isils to aiipnGiato moomUir 
of totmt-imtes, doe no doobi to the ehohe of wrong periods. 

Qs. 109-1«U Appendices, Henohell C^tmunlttee's R^iort. 



THE sonftucTUBB QP , iNTBmearrs.RATB!g 


n 


occurred in 10,000 Rupee notes—the form in which banks 
usually hold their cash.* 


Except for the extraordinary ease of monetary conditions, 
India presents a complete contrast to Great Britain. A 
boom in investment, particularly in foreign lending bet- 
ween 1888-90, had led to the Banking Crisis in 1890 and a 
collapse of investment activity thereafter till 1896.t In India, 
on the other hand, the fall in short-rates initiated a similar 
fall in long rates and paved the way to a well-marked in- 
vestment boom. When the rate of the Bank of Bepgal fell 
as low as 2 per cent, in 18^1, there occurred an increase in 
the price of 3i per cent, government security, or what is 
the same thing, a fall in their yield. In 1893, the premium 
on these securities varied between 3 to 4 rupees, in 1895, it 
reached 5 to 9 rupees, in 1896 the premium exceeded Rs. 10. 


With the general fall in interest-rates, enterprise began 
to gather strength. From 1890 to 1893, the paid-up capital 
of joint-stock companies increased at a moderate speed. 
But thereafter till 1898, it mounted up at a rate which for 
those years was astonishing. The floatation of joint-stock 
enterprise was observed with surprise in contemporary 
business circles.^: 

In spite of a rising total of wages-bill, higher rates of 
money-wages and increase in other incomes, England 
experienced “trade . . . stagment, employment bad and 
pr&es falling.”§ Between 1890-96, Saeurbeck’s index- 


• Anjoiint of 10,000 Us- Notes in Circulation (in crores). 
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1892-08 

5 1/26 

1888-89 

2 

1808-94 

11 0/10 

1880-00 

11 

1894-96 

8| 

1890-01 

7l 

1805-96 

> • 

1801-92 

5 1/5 

1806-07 

3 
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t New Issues in England. (Annual Average). 
' 1880-80 

1889 

1890 
1891-06 


102 

168 

141 

76 


t Paid-up Capital of .Toint-Stock Compaitfe8.^(In Lakhs). 

1800 24.25 18M 

1891 26,58 1897 

1892 26,79 1898 

1898 27,51 * 1890 

1894 27,66 1900 

1805 29,38 

See also Qs 2847-73; 8809-81; 8484-8500; 8478; Minutes of Evldenee, Fowler Committee* 
ITkeatise. • 
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number fell by 18 per cent, and the Economist’s by about 
14;.l per cent. In the terminology of the Treatise, savings 
outran investment 

Things appeared otherwise in India. From 1881 to 1888 
prices were on the whole stable — ^the index-number moving 
within a narrow range of 97-100. After 1888, however, in 
sympathy with the fall of interest-rates and progress of in- 
vestment boom, prices mounted up rapidly passing 117 to 
the 1896-97 famine level of 132.* 

Ke3me8 describes the British situation of> eighteen- 
nineties as “a perfect example of a prolonged Commodity 
Deflation developing and persisting in spite of a great in- 
crease in the total volume of bank-money.” In the light 
of the contrast presents by England and India, one may 
well wonder whether something more than interest-rates, 
saving and investment has not to be called in to explain the 
complicated train of events under observation. 


This era of low short rates and long rates ended abruptly 
about 1897. The reversal of the trend of early nineties 
had been really initiated early in 1893, with the closing of 
the mints. But many adventitious causes delayed the 
logical consequences of the step. The supply of currency 
was actually enlarged as government accepted silver from 
banks and other parties who were likely to suffer loss by 
the new exchange policy. The Secretary of State insisted 
on rates for Council Bills much higher than market rates 
and his forced withdrawal from the field led only to large 
imports of silver as the only alternative means of payment. 
Subsequently, after two successive reductions in rates, he 
re-established touch with the market in January 1894 and 
released large quantities of rupees which had been im- 
pounded in government treasuries from June 1893 to 
January 1894.t The improvement in exchange rate, in the 
me^time, tended to defeat itself by calling rupees out of 
hoards for the purchase the^apparently cheapening silver. 


* CVtp- IX: General Index. Numben Cymneif and Prices (Lonpnant). 
tSMM ^ Coraidl Bill*, (m. Ri.) 
inB.08 yw 

iMa<M iBir 
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'The withdrawal of Government as the usual largest bor* 
rower in the market intensified the trend to lower rates. 

By about 1897, however, the closure of the mints began 
to be eBfective. By 1897, interest rates reached levels such 
as' were never seen before except in the crisis year 1866. 
While a ^^bank rate** of 5 to 6 per cent in India as against a 
Bank of England rate of 3 per cent was regarded as normal, 
the **bank rate** in India reached levels as high as 12-13 per 
•cent in 1896-97. The Bank of Bengal pleads lack of funds 
to • make advances even against gilt-eciged government 
securities and at interest-rates as high as 18 per cent. Up- 
coimtry native firms were reported to be in difiiculties or 
became actually insolvent. A significant feature of the 
situation was the greater stringency of funds in the banks 
than in the bazaar; bills for which the Bank of Bengal quot- 
ed 13^ per cent, were being dealt with in the bazaar at 
8 per cent.* 

The long-term rate was not slow in rising. The price of 
3i per cent, government security which had reached Rs. 110 
in 1896 fell down to Rs. 103.8 in 1897 and still more preci- 
pitately to Rs. 93 in the following year.f Government in- 
tensijBpd the situation by resumed borrowing — ^it borrowed 
10 crores in 1896-99. Investment met an abrupt check. The 
paid-up capital of joint-stock companies evaporated till in 
1899 and 1900 it was lower than the pre-decade level even. 
Thb price-level was 117 in 1896 and 132 in 1897. It fell to 
109 in 1898 and 99 in 1899. 


'W<n:ld War I and the years following 


The last years of the war recorded a noteworthy narrow- 
ing of the ^fferential between short and long rate in India. 
The narrow margin ultimately gave way to an actual re- 
va:sal of the relationship in 1921 and 1922. This tims, 


* Qs. 1680; 1T85; 6885-88; 5085, 6750-88; S4fe; SI87-87; 8800; 8878-T4: MinutM of Evlo 
^enee : Fowler Commiitee^H Report* _ 
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the narrowing of the margin and its 
caused not by any abundance of credit uid short-term 
fund|s as in the last case but by the excepti<pal demand oi 
government for savings of all kinds. In the years 1917-19, 
the government borrowed Rs. 130 crores which in the cir- 
ctunstances of India was a colossal suii;;. The pressure oi 
this demahd and the growth of war investments forced up 
the long-term rate from its low level of 3.8 per cent, to 6.4 
per cent, in 1922.* 

The n‘eeds of war for which the Indian capital market 
was depleted of its resources were such that they had the 
effect of keeping the short-term rate relatively low. The 
funds raised by government were largely used for securing 
an increased supply of consumption goods and destruction- 
goods. In other words, long-term funds raised by govern- 
ment were restored to the producers as working capital tc 
enable them to increase the supply of these goods. Th( 
production of capital or durable goods was much discourag- 
ed by the prevailing high rate and the deflection of demanc 
from its usual channels. The working of these forces ij 
well-reflected in the striking increase in the proportion o; 
current to fixed deposits which marked war and post-wai 
years. 



finest reversal were 


Although this was the main factor, it was not the onlj 
one which tended to depress the short-term rate, wfiei 
loans fell short of urgent needs of war and further taxatioi 
became inexpedient, government issued paper to cover iti 
expenditure. Of the net deficit in revenues estimated fo: 
1914 to 1920 at 36 crores by the Inchcape Committee th< 
greater part was met in this manner. Since the aggregab 
pre-war cash balances of aU Indian Banks were about 21 
crores only, such an addition to the cash of the community 

• OHUmntial Botween Average Rate of Preeldeiiey Banks and yield of 8} per cent 
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1914 


1915 

1.8 

1916 

S.4 

1917 

1.8 

1918 

0.7 

1919 

0.0 

1990* 

0.8 


1931 

— -0.6 

1029 

—0.5 

1928 

0.2 

1924 

1.4 

1925 

0.5 Table IV, 
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was bound in first instance to create an apparent 
plethora of ea^ in the banks and ke^ interest-rates low. 

De^ite the sparing pric^ of war-years, the percentage 
of cash to the deposit-liabilities of Indian ban^ reached 
record levels. In ordinary circumstances, unusual accumu- 
lations of cash occur either because of recall and non-re- 
newals of loans or excess of payments-in over withdrawals.. 
In times of great trade activity and business profits, how- 
ever, such occurrences are out of the question. Nor could the 
hi^ cash balances be ascribed to the imdoubted, fall in 
investments, for, the void was filled with loans and bills. 
The unusual growth in the liquidity of the banking system 
is explained by the creation of legal tender by Government 
in such a way that every rise in the price level was a pre- 
lude to a fresh issue of ciurency notes. 

The close of the war did not bring any diminution of 
pressiire on the supplies of long-term capital. The years 
1920-23 saw great investment in housing and joint-stock 
enterprise among others. Most of these concerns had been 
really initiated in the great boom of 1920 when the capital* 
issue^pf joint-stock companies alone exceeded by mor<f 
than 13 times the issue of the previous year which itself 
aggregated to a large figure. It is hardly strange that the 
long-term rate continued to mount up till 1923. Thereafter, 
wifti the decline of enterprise, the long rate began to de- 
cline. 

The break of 1920 boom caused a slump in the bank-rate 
in 1921. The actual deflation of 1920 however seems to have 
caused no embarrassment to the banks or their customers. 
AlUiough .the, sales of reverse councils effected a total con- 
traction of 39.7 crores, the banks offset the pressure by 
allowing their inflated cash tcT Ml its more normal pro- 
portions. The rate of the Bank of Bombay was only i per 
cent, higher than in previous two years and the rate of the 
Bank of Bengal was a trifle higher. The upshot was that 
while rupees and notes were drawn out of circulation, the* 
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•deposits of Presidency, Exchange and Indian joint stoci 
banks iucreai^ in the very same months by 23^ crores.* 

But circumstances were conspiring to force up gradually 
the short rate and restore the usual relationship. Although 
banks avoided the deflation pressure, the bazaar rates coulc 
not escape it and rose to 8 to 11 per cent, as against 5 pei 
cent, of the Presidency Banks. In 1^2, 1923 and 1924, the 
Government were ta^g steps to force up the externa 
value of the rupee to Is. 6d. sterling. In 1922 Govemmeni 
sold no x^ouncil bills and prices both in India and the Unftec 
Kingdom were stable. From January 1923 to June 1924 
i ‘Government sold council bills to a very limited extent and 
prices actually fell in India while they rose in England 
^om July 1924 to March 1925, prices in India kept pace 
with the deflationary policy of the Return to the Gold 
Standard in the United Kingdom. The Reports of the 
Currency Controller for the years 1922, 1923 and 1924 beai 
ample testimony to the stringency which developed and 
caused the average rate of the Imperial Bank of India tc 
moimt up progressively from 5.57 in 1921 to 6.68 in 1924. 

The Aftemurth of the Great Depression 
The years 1923 to 1929 were years of normal conditions 
and prosperity in India. Although the yield of 3i per cent 
government security fell at first till 1927 and then gradual!}! 
rose, the ordinary excess of short rates above long continued 
in the usual manner. The Imperial Bank was content tc 
maintain its investments at a low but slowly rising level oi 
about 20 per cent, and allow its cash balances to fluctuate 
enormously according toi the course of the seasons. The 
Bidian joint-stock banks followed a different course. The 
low level of war time investments was quickly raised to 

* See Note by Sir C. Kiidi— AppendloM to HflUm Yoims CommiMioo. 
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34^ per cent, while cash and loans were establi^ed round 
11 and 55 per cent, of deposit liabilities. 

1%e disastrous effect of the great depression on agricul- 
tural prices, the fall in the value of Indian exports and 
weakness in exchange, contraction of currency in 2 years 
of 43 crores and growing internal political instability were 
creating a difficult situation just before England abandoned 
the gold standard and the rupee was linked to sterhng. The 
short rates were rising very sharply in the early part of 
1931 and the long rate was mounting all through ^930-32. 
The currency measures of September changed the situation 
in a dramatic manner. The deflationary pressure ceased, 
agricultural prices were stable at first and then improved, 
exports of gold in so far as their equivalent was not hoarded 
relieved the pressure on monetary supplies. But the de< 
pression continued to deepen for some time longer. 

The bills and advances of the Imperial Bank collapsed 
from about 51 per cent in 1931 to about 23 per cent, in 1935. 
It met the onset of rising cash balances by raising its invest- 
ments from less than 25 per cent, to more than 50 per cent, 
The joint-stock banks whose participation in seasonal loans 
is much more limited passed through a similar phase, 
thougl(^ot on the same scale. The ratio of bills and loans 
of the Big Five fell from about 55 per cent, to about 45 pei 
cent. They distributed the inflowing funds somewhat 
equally between cash and investment, cash rising from less 
than 15 per cent, to 20 per cent, and investments from about 
35 per cent to about 40 per cent. 

As the trade demand for losms fell, at least in money 
value, ^ort rates collapsed from their high level of 1931 
and from 1933 onwards ssmk below the long-term rate. The 
latter also fell though in a more slow manner. The post- 
1933 yesirs are an epoch in the history of interest rates in 
India. Never before has the sborbrate persisted at levels 
markedly lower than the long rate for such a long period 
of time. Never before has it been maintained at one uni- 
form level for such a long period and from season to season. 

The years fr<Hn 1931 onwards present a contrast to the 
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ef^isode of ei^teen-nineties. In ^te of a great and dra 
:xnatic fall in interest rat^ recovery was slow and painfu! 
On the industrial side, no investment boom such as w 
observe in the eighteen-nineties is visible till 1936 and whe 
it did appear, it proved short-lived. New issues hardl; 
improve till 1936 and the paid-up capital of joint stoc 
coihpanies is almost stationary. The exception to this stag 
nation of investment is an outburst of house-building o 
astonishing magnitude which changed the appearance o 
almost fvery town in this coimtry. Profits began to receve 
almost immediately from their record low level of 193 
but even in the recovery years 1934-35 they were far shor 
•of the 1928 level. Agricultural prices stabilized themselve 
at their low depression level till 1935. 

It is difficult to make any definite statement about tb 
parallel course of savings. With the drastic fall of prices 
the middle and lower urban classes which depend on wage 
and salaries certsunly benefited. The funds invested ii 
postal sa'Nongs and cash certificates, insurance, etc., whicl 
.come largely from these classes record a striking growth 
$*ome of the agricultural classes even may have had surplui 
funds to invest out of the huge gold exports. Judging bon 
■ Ihe number of sissessees to income-tax, it appears that out o 
tKe 18 classes into which they are divided, the top 8 clsisse! 
'show some decline in niunbers while the lower ten classes 
* ire either stable or actually increase. On the whole, savings 
do not seem to have declined. 

The striking difference between the nineties of the las' 
century and the thirties of the present centiuy is to be in- 
terpreted only in terms of the linking of the rupee to the 
sterling. This country was thus linked to the international 
depression also. With the sfiver rupee in the nineties, Indis 
had only her dWn weight to pull. In the thirties, India was 
‘qnly,ohe member of a large team attempting to pull them- 
selves but of an ever de^sening morass.* 

* Capital « P^ki*up Chalii- « Max. mio. Caah-oerti* PrioM Acrieidtura 
liaaetof Oairitalof Index Index floateiand BomiMiy Pricea Man 
Jnint-Stoek JninUSto^ ofim^U ofaban Poatal Caloutta: September 
Cnmpanlea. Compaate 1998-*100 prieea. Savina. 1914»100 1QI4«»100* 
(Croiea) (Cmea) 
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DIFFERENTXALS BETWEEN SHORT AND LONG RATES 


It is more easy to accoimt for the differentials between 
jshort and long rates than their relative position. Ihese 
differentials must d^end in the long run on the extent to 
which funds available for the two kinds of investments 
compete with each other. It is obvious that under appro- 
priate conditions it is possible to finance long-term require- 
moits with a series of short-term loans. The rationality 
of meeting short-term requirements with a long-term loan 
is not so immediately obvious. A long loan raised to 
finance short-term needs involves the inconvenience of 


holding idle cash-balances when the needs are satisfied. In 
certain circumstances, however, it may be economic to 
incur a long loan and place the balance as fixed deposit, 
when the i^ort-term needs are over. This happens when, 
although the rate on fixed deposit is less than the rate 
payable on the long-term loan, the payment to be made on 
short loans is so high that the excess more than codhteiS* 
balances the loss on fixed deposit.* To the extent to whidi 
such pibstitution of long loans by short ones and vice versa 
is possible the rates payable on them must tend to hold close 
together. In ordinary circiunstances, however, such substi- 
tution is impeded by certain costs and inconveniences which 
to^at extent create margins between these rates. 

(1) A series of short loans can replace a single long loan. 
But for the borrower, the renewal of a, loan means expense 
and inconvenience from time to time. Besides, there Is an 
element of uncertainty that short loans may not be forth-* 


coming at the expected time, at the expected rate and in 
expected quantities. Hie borrower is willing for these 
reasons to offer a higher rate for a long loaii. 
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The psr^orence for short or long loans is much’ 
influenced by anticipations about future course of ihterest- 
. rates. When long ratose are hi^ but in course of time are' 
expected to fall, financing by short loans is sought, by 
borrowers as much as possible. Funding of existing short- 
term'’ ind^tedness is postponed — which means again 
diminished int^est on long loans. This preference for short 
loans expl^s how in the ascending phase of the trade- 
cycle when rates are hardening, short-rates are apt as in 
recent years in Great Britain and the U. S. to moimt above- 
long rates. When the Irade-cycle is reversed, the same 
factors depress short rates very much below long. In the 
case of India, as noticed already, these phases reveal them- 
selves merely as narrowing or widening of the margins. 

(3) The trouble and expense of repeated renewals have- 
obviously no relevance to long loans. Periodic anticipations 
of changes in rates have also limited significance, since a 
long loan takes account of every foreseeable factor over 
long periods — ^which indeed explains the relative stability 
of long rates. The factor which directly affects the long 
rate is the unavailability of invested funds and the risk of 
d^ault, whidi grow with the length of the loan. In making 
a long loan, the lender has to take into account not merely 
the ability and character of the borrower but also probable 
economic changes and events which may affect the borrow- 
er*8 capacity to repay. 

Besides these factors, investm«it habits' and financial 
organisation of a cpimtiy also decide the extent to which 
short and long loans are in direct competition. If comm^- 
cial banks hold the bulk both of short-term and long-term 
savings of a cotmtry, short and long rates naturally tend to 
hold close together. In Sweden, for example, the small 
investor is not accustomed to invest directly in shares and' 
Itonds while the rich ma& is not able to find outlet for his 
temporary surpluses becaute of the non-existence of an 
open m<mey-market. This situation is reflected in the fact 
that 80 per cent, of the deposits of banks consist of time- 
end sayings deposits while the balance ist made up largely 



of qpedal accounts witfadxawable at 14 da3r8l notice.* In 
In^y cm the other hand, investment in industries etc., is 
<SrTOt, which leaves the banks control large^ over short- 
torm fimds: Thus, although the return on short loans taids 
to he higher, the reservoir of funds available for sudi 
investment is not directly replenidied from supplied of 
long-term capital, and a deviation of short rates from long 
vdder than what exists in Sweden is made possible. 

The foregoing factors explain the limits within^ which 
shoat and long loans complete with each other for employ- 
ment and the consequent margins which are establidied 
between them. They also suggest the line along which an 
explanation must be sought of the reversal in India of the 
normal relationship between the rates. The largest demand 
for employment of short-t^m funds in India arises from the 
needs of agriculture. But employment of funds for purposes 
of agriculture suffers from two drawbacks which entirely 
change its character. The risk of default is very high and 
compares unfavourably with the risk which may be incurred 
in long term investment in joint stock ehterprise.. Secondly, 
although the finance required may be short term in name, 
the proportion of renewals as a matte^ of course is so high 
that thl^ investment is inevitably looked on as long-term in 
essence. The high rates for what is in name only short 
term finance for agriculture react on other rates in agricul- 
ture areas and influence ultimately the situation in the 
organised money markets of the country. The attitude of 
the foreign^ towards investment in India tends towards 
the same result. Foreign funds flow willingly into long 
term investment, lowering the long rate, but hold scrupu- 
lously aloof from short term investment — regardhig India 
as a particularly unattractive market despite its high rates. 

As a profit-making business, a bank is but a broker 
between persons who have fund^ Ip lend and others who 
wish to borrow. The margin between the borrowing and 
lending rates is the source o|i bank-profits. Ultimately, 
indeed, th^ rates depend on the supply and danaial of 
capital and the state of trade and business confidence.. But, 

m ^ 
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the set by these general conditions, banliv 

thj^ deposits as low rates and diarge on their ^pans 
vhi|^ ^ coiisis1||^t with maximum profits. 

- elastic and competitive conditi«as, the 

il^gih. will correspond to the costs of banking business. 

ni 

-s'- 

RATES PAID ON DEPOSITS* 

p ' ■ ' 

jj^esmand-Deposits ^ 


In offering rates on deposits, banks have to take into 
Wci^unt the volume of resources they wish to attract and 
can profitably invest. If this object is approached from the 
standpoint of the banking system as a whole, the offer of 
Interest on demind or current deposits is either superfluous 
pr not justified by any comparable advantage. Demand 
deposits are sought by the public more as a financial con- 
venience than as profitable investment mid as such their 
aggregate volume is little responsive to offer of interest- 
rates. The effect of these pa 3 rments on banking policies is 
on the other hand generally undesirable. The necessity of 
eanihig interest puts banks under constant pressure to 
make investments of some kind or another; even in times of 
sli^ trade and limited outlets. The evil of these rates was 
illustrated in the case of England by the crisis of 1857,but 
file banki waited till 1877, by which time^^ere had taken 
place an enormous growth in deposits, for a voluntary abo- 
lition of interest payments on current accounts. It was 
one of the many lessons learnt by the United States from 
tiie banking disaster of 1932-34 and a prohibition on such 
interest payment was embbdied in the great banking laws 
of and 1935. 


Ibi India, Exchange Banks offer as a rule some interest on 
deposits. The Imperial Bank of India does not 
alfe^ uiy interest on current accounts. Indian joint-stock 


iMwe been, erriwed nl enpleined ii| lbot*note t P« ^ Ch. VII. Hetee 
ieeetnln:eMM> end Ibv erftein fiatpoM we eie fuetlM in rcgeidiiig tbeee «tlenlet>4. ^ 
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llluilcs^quSte as rates on ciipent aa ' w^ll - »» y 

deposits. Thft offIMf these ra^ appeals to th^:a& ■^. wjniy W g ." 
tp. mifke headway or at least* hold their ^ound against th^ ' 
prestige, power and size of foreign l>anks. It ig quiie pitK. ; 
bable that but for the attraction ^f Interesl on pulixent 
accounts, a part of their resources woulcL be divjsrted into ' 
l£±change Banks, and the Imperial Bank. 3ut it U a 
matter for grave consideration whether the practiae' ia«liot 
a source of weakness to them in the long run. The libSende 
•of t market in ca^-loans and high quality bills aggravates 
this evil by making the less liquid investments a larger pro- 
portion of the whole. 

We have no satisfactory, or abundant record of rates paid 
by Indian joint-stock banks on current deposits. Ihere is 
available however a record of the average rate paid on such 
deposits by the Central Bank of India.* The Central Bank . 
may be said to represent conditions and policies which 
stand midway between the most orthodox and the unortho- 
dox banking practices prevalent among these bai£|ljik Infor- 
mation relating to it Js, f^ this reasbh, pSoHaculqrly 
instructive. 

Till 1931, the Central Bank paid on demand deposits an 
average* ^ate which varied between 2.01 and 2.53 per cent. 
In conformity with the course of interest-rates in general, 
the rate declined fsist thereafter, reaching the record low 
level of .77 per cent. 

Its significance is made clearer when compared with other 
rates. Till the depression, this average rate of the Central 
Bank was generally only a little less than \ the yield of 
'3| per cent. Government securl^. After 1931, the rate 
dwindled to about l/3rd and later to less than itii even. 

Equally sagnificant is the gap maintained between fixed 
and current deposit-rates. 1933, a gap of about 2.7 to 
3.7 was deemed necessary to prevent wholesale migration 
•df funds from this category into the other. The ^p then 
narrowed to about 1.5 per cent.«— cmrent rates falling more 
precipitately lhan fixed rates. These gaps by thmns elt^ 
«re impreaafve. As the level of current deposit yates s^ 
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tiiese gapt bespenk mainly the high Imls whicb 
nta on fixed deposits are apt to reach. 

.the yi^ on 3i ,per cent, government securities is 
rather a hi£j^ inducement It is possible only on ^c^^ount 
of the abundcmce of high earning assets in India and the 
' paucity of liquid investments like call loans. From a long 
distance viewpoint, however, the presence of this feature 
in our banking system must be reckoned as a source of 
weakness and likely embarrassments. * ^ 

Raies on Fixed Deposits 

Rates on fixed deposits partake of a different character 
altogether. According as their level is high or low, rela- 
tively to returns on other forms of investment, the volume 
of fixed deposits is apt to fluctuate in a very sensitive 
manner. Even as between fixed and current deposits, there 
is a minimum level below which the return on fixed depo- 
sits is felt hardly to compensate for the loss of availability, 
and conversion into current deposits is preferred to a certain . 
extent. There is on the other hand another and a more 
direct criterion which the banker takes into account — the 
rates which he expects to charge his customers. The inter- 
action of these two sets of rates, the rates on alternative 
forms of investment and the rates prevailing in the market 
for short-term accommodation gives the economic level for 
rates on fixed deposits. ^ 

From the standpoint of the depositor the most direct 
alternative to fixed deposit is gilt-edged government securi- 
ties, represent^ in England by the Consols, and in India- 
by the 3^ per cent, securities. There can be of course no 
invariable relationship betwe^ the yield on fixed deposit 
apyd die yield on government securities. The state of busi- 
;qe8Sr>activity, risk of depreciation of securities, the specific 
purposes lor which deposits are to be held, etc. — these are* 
factors which may create ifiv^gences between the two/» 
jBeindes the diri^ inikience oC the l<mg4am rate isiiatusaA-' 
ly- Updted to ihose deposits wlfich are fixed for longnrr 
p(pte^^.> d^MWts which are impounded for shorts 

periods like fourteoi ^ys or even one month and deposits 
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which are fixed far 6 months or one year, no direct competi- 
tion mcists. In India, deposits for Sorter periods than 6 
months— the so-called **short deposits” — are usually accepted 
in the bigger places but the most common period for fixed 
deposits is one year. The proportion of long-period deposits 
Is apt to be very high. 

As for lending rates, these are represented in highly 
organised money-markets like those of London and New 
York by the bank-rates. A practice has therefore grown 
up^of relating deposit-rates to the bank-rate as so many 
points below the latter. The other l^iding rates then fall 
automatically to their economic levels. The situation in 
fodia is materially different. The rate on demand-loans of 
the Imperial Bank represents broadly the minimum return 
obtainable on short-term accommodation in the highly 
developed financial centres of the country. The rates 
obtained by other banks vary enormously according to the 
localities they serve and the type of business they solicit. 

Even in the slack season, rates as high as 10 to 11 per cent, 
could be reaped against wheat-pits in the twenties of the 
present centuries. When the monopoly of the bank in 
ques^oh was intruded on by another bank, the rate fell to 8 
per cent. The appearance of the Imperial Bank brought it 
down to the civilised level of 6 per cent. What is more, 
the effects of these changes are felt far beyond the locality 
infinediately concerned, a big, circumambient region of 100 
miles being mentioned.* 

Apart for disparities of economic Conditions and state of 
competition from one tract to another, banks themselves 
have the choice between business and business in the same 
tract. There exist strong grounds for the surmise that our 
banks tend to concentrate on one type of business or another 
according to the state of competition, etc. There are banks 
which find it profitable to lend nioney at rates almost the 
same as in England. But fop . others, such rates would be 
hi^ly uneconomic.f The Imperial Bank has been found to 

of B:videiice---Eaitoii-Yoiiiifr Cominlfaion. Q 19001; 19002. Tbr place con- 
cerned WM Hoipur. 

t Q 10997-74; 19084— Mliiutee of Evidence# Chninbertejn CommlinloD.* 
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quote 5 per cent, at a time when the Allahabad Bank could 
not have a profit>margin at less than per cent.* Thus,, 
the Indian joint-stock banks are not a homogeneous system 
but a group made up of several t]q)es whose common^form 
of organisation conceals serious qualitative diflterences. 

Hence, Indian joint-stock banks offer rates which are 
conspicuous for their large variations. Even in a country 
like Engl a n d, deposit-rates in the short loans market of 
London and in the coimtry reveal as large differentials as 
1 to If per cent. In India, the differentials range mddr 
wid^. 5 per c^t. for one year, 6 per cent, two years, and 
w on at a time when the yield on 3^ per cent, securities was- 
no more than Si to 4 per cent — ^these are by no meana 
infrequent with certain tsrpes of banks. The effectivenessf 
of high rates to overcome the psychological resistance of the 
public cannot be doubted either. In his evidence before the 
Chamberlain Commission, the Secretary of the Bank of 
Bengal amply testified to this fact. When the Bank raised 
its rate for 12 months from 3 to 4 per cent, as an experi- 
mental measure, the incoming flood of funds was so 
embarrassing that as a measure of self-protection, it 
promptly restored the old rate.t **Money is available in 
India,” testified a banker twelve years later, “if the price 
is paid for it, and there is no more powerful agent for 
bringing hoards into fruitful employment than a good price 
for money.”^ In fairness to the more reputable bankSf< it 
must be recorded that they rarely accept fixed deposits for 
periods longer than ope year. 

The wide divergence of rates may be illustrated with 
reference to Madras, the area of the highest rates in this 
country. The Indian Bank of Madras is a good barometer 
of local conditions. X and Y are two medium sized schedul- 
^ banks with a history of varying fortunes but auite 
'^preciable duration. The* bank Y which claims a much 
Inng iir, record of service has passed through serious difficul- 
ties and but for the War, mi^t have declined still further. 

• Q Ilrt»-11ST0— Mlntitn of Kvidmi««. jniton-Ymaiur (^minion, 
t O MinwtM of VMdeiwe, Cksmberiidn Cmnnrini^ 

tMbidteaorBvMeiiee. Q7V80. - 

t A|ipeBdioc< HOtofuYoantt, ComnrfMloBi p. 80*. 
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The bank Z approaches the Indian Bank in its vigorous acti- 
vitia and respectable standards. 
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The bank Y has been paying throughout th^ highest rates. 
Particular attention may be invited to the rates paid on 12 
months’ deposits which contribute the bulk of fixed deposits 
in this country. In 1936, the rate varied from 2^ of the 
Indian Bank of 4^ of the bank X which is a well managed 
bank. In 1940, the rate of the Indian Bank went a little 
higher to 2| while the bank Y, although on its decline, paid 
a rate of 4i which was 1 point higher than the rate of bank 


X. 


The only continuous record for rates on fixed deposits we 
have cot relates to the Central Bank of India. While the 
avei4P^ rate paid by it on all deposits, current and fixed 
taken together, has been as a rule below the yield of 34 
per cent, securities, the rate on fixed deposits was above it 
by«a margin of .7 to 1 per cent, in the years of high interest- 
rates 1924-29. But after 1929, the fixed deposit rate fell 
below the yield of these securities and presumably, this was 
the case before the year 1923 also.* 

♦ The Tales offered and rhangeii in them made b.v Oie Indian Bank of Modroe ate 
•et out In the followini; table : — 
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JlLiMk Age Bate <ai all Depmitg 

Although we have no separate records for rates paid on 
fixed and current deposits except for the Central Bank of 
India, statistics for the average rate paid on both types of 
deposits taken together are more abundant. The average 
rate is usOful as giving us a direct idea of the profitability 
of different assets of banks. 

The Allahabad Bank which operates largely in the UP. 
and a part of the Punjab paid a rate on ^he average which 
till 1925 was less than the yield of ^er cent, securities. 
But thereafter, it seems to have been imable to reduce its 
deposit-rates in conformity with the rapid fall of interest- 
rates which took place. The average rate has been actually 
higher than the yield on the aforesaid securities. 

The Punjab National Bank which operates to an extent 
in the same area records a different state of things. The 
relationship between its average deposit rate and the yield 
on per cent, seciuities was rather indefinite till 1929 — ^the 
former fiuctuating a little above or a little below the latter. 
After 1929, the average rate sank below that srield. Since 
the proportion of fixed deposits in the liabilities of the 
Punjab National Bank is higher than in the case %f the 
Allahabad Bank, paiiicularly in recent years, it is clear that 
the rates of the Allahabad Bank on fixed deposits tend to 
. reach higher levels than those paid by the other bank.^ 
The rates of both the Allahabad Bank and the Punjab 
• National Bank are as a rule higher than those of the Central 
Bank of India.* After 1925, the differentials between them 
have widened in a marked manner. ~ 

After the Allahabad Baiik and thePunjab National Bank, 
the highest deposit-rates are paid by the Indian Bank which 
operates largely in South India. 1^11 1933 its average rate, 
which as. a rule has b^n .below the yield of 3i^ per cent 
^ gOveriunent securities, stood betv^n 3i to 4 per cent. 
Afterwards, it fell much belew that yield but continued to 
be quite as hi^ as among important Indian joint-stock 
banks. The margin between the rates of the Central Bank 
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and the Indian Bank tends to be about 1 ptt cent 
4 md h^ rarely fallen below i per cent. Even during recent 
jrearSk the margia continues to be about the same. 

We have no statistics available for certain important 
H^anlm like tiie Imperial Bank, the Bank of India, the Bank 
of Baroda, etc. From our analysis of their profit and loss 
accounts and particularly their rates of gross and net pro* 
fits, however, it can be confidmitly inferred that their rates 
are lower than those of ^the Central Bank of India.* 

AS we have indicated already, the significance, of the 
average rate cannot be accurately appreciated without tak- 
ing into account the proportions of fixed and current 
deposits. These proportions vary markedly between bank 
and bank. The Punjab National Bank has as high a pro- 
portion of fixed deposits as 75 to 80 per cent of the total. 
'The Bank of India maintains it at about 50 to 55 per cent. 
A larger proportion of fixed deposits means a limited ability 
to earn profits and a., corresponding temptation to launch 
mto Uliquid business. 

Regulation of D^osit-Bates 

Variations in deposit-rates from tract to tract and banks 
of one^ype of business banks of other kinds of business 

* Cf. **The Puftifib National Babk which fg the only Indian Bank in Northern India 
-with foreign connection is said to charge venr high rates as compared with exchange banks 
in Bombay.** —-Banking Inquiry Committee lleport 1981, p. 988. 
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ate bo^ inevitable and in coxdarmity with the eQdnomic* 
needs of India. But variations which arise fhnn unhealthy 
competition among banks are a source of weakness to the 
banking system as a whole. Uneccmomic rates offered by 
banks mean unavoidably unhealthy business and banking 
practices.. Advanced banking systeips recognise that un> 
checked competition in deposit riftes advance the inter^ts 
neither of individual banks nor of the banking system, ^e- 
Federal Reserve Board in the Unffed States, the Syndicate^ 
of Ban^ in Paris, the Stempelvezinnigung in Germanyf the 
Informal association of the Big Five in England reach agree- 
ments from time to time as to the deposit-rate vdlich are 
strictly adhered to. Nothing will ensui^ the steady pro- 
gress of banking in 'India more than some regulation of' 
deposit-rates which is both effective and at the same time 
elastic enough to permit unimpeded the work of maching; 
al! classes of potential depositors. A workable scheme 
would be to divide the country intig a number of. circles 
marked from each other by wAll-defin<^ financial needs and 
characteristics. As in Francep banks in each circle should’ 
voluntarily allot themselves to three or more classes accord- 
ing to their type of business and ^each class should have 
maximum rates which they must hot exceed. The regula- 
tion .need not seek to cover all classes of deposits. As in 
England where the agreed rates apply to deposits subject; 
to 7 days* notice only, we might prescribe rates for the most 
common period of fixed deposits — ^which is usually one- 
irear. 

Rates Earned on Investments 

In examining the structure of rates charged to the public,, 
we have perforce to exclude all rates for which continuous 
or reliable records are not available. A modem capital and' 
money market present)^ ti^o broad classes of rates: rates 
prevalent in the open market or open market rat^ 
rates charged to customers. *Even in more advanced cotu>-« 
tries, sufficient and reliable data for the latter class are not 
ea^ly obtdlnabl^. It is no surprise then that the onlS^ 
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•stati^ics available in this country relate to open market 
rates. , lal 

The rates charged to customers by banks and particularly 
by other lenders should not, however, be und^estimated 
as factors ih the general banking and economic situation. 
Mortgage loans, it is to be presumed, absorb no small f rac* 
tion of the annual savings seeking investment. In urban 
centres, loans against houses and sixes^ and in less indusr ' 
trialised* places, loans against farms attract not a small 
shar^ of banking and other funds. Loans for consumption 
whether direct, or indirect in the form of instalment credit, 
have an '^important place in most countries. The growth 
of institutions for financing instalment sales have tended in 
recent years to link these rates to the rates structiire of each 
coimtry. A more astonishing development has been the 
growth of /‘professional and private** loans in ^e aggre^ 
gate advances of banks. No mean fraction of these loans 
consist of consumption loans, pure and simple. 

Broadly speaking, the main factor distinguishing rates 
charged to customers from open market rates is that while 
differentials among the latter are much influenced by the 
period o|)>the loan and the quality of the collateral offered 
as security, the differentials among the former are mainly 
determined by the presumed banker-customer relationship. 
Time is not an overriding factor in customers* rates be- 
cau^ the banker strives to retain his customer as a perfha- 
nent client while the customer expects the banker to take 
Into account not merely the profit on the particular loan 
but the present and future welfare of the business as*welL 
Renewals of these loans, whether given initially on a time 
or demand basis, is a common occurrence and practice. 
Security also is not of so much relevance since the banker 
seeks sa|ety, not in any particular kind of collateral, but in 
a number of facts and factors which he has learnt to take 
into account as a result of long personal contacts and rela- 
tionship. A customer is not iherely an outlet for ihvest- 
meiit. In his capacity as depositor, he proves an important 
source of bank funds also. • 
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Secondly, junlike open market rates which tend to iqofffio- 
ximate to a certain level, customers* rates are apt to show 
great geographical variations. Since local knowledge and 
contacts are the chief basis of these loans, local conditions 
influence rates which, even in countries like the United 
States, are apt to be twice as high in certain localities as in 
-others.* The presence or absence of a local link with the 
t central bank of the country, the abundance or paucity of 
capital indicated roughly by the volume of local deposits, 
the 4l^ffcee to which funds are attracted from sma^r to 
bigger centres or vice versa, operating costs of banks iela<^ 
tively to the size of business — ^these are some of the impor-* 
tant factors normally at work in determining the Jievel of 
these geographical variations.t 

Open Market Rates 

(1) Ihe Imperial Bank’s rate for demand loans may be 
taken as the barometer of returns on short-term capital in 
this country. The rate may be treated as representative of 
.rates charged for cash-credits and ordinary loans as well. 
These forms of accommodation offer certain advantages 
which have reduced other forms of accommodation like dis- 
«count of bills, etc., to insigniflcant proportions in the assets 
of Indian banks.t 

(2) Hie Imperial Bank Hundi rate* is the rate at which 
the bank discounts first class trade bills. Till 1935, the law 
.restricted the maturity of these bills to 3; months. ^ a 
matter of practice, the maturity of bills discounted averaged 
to about 60 to 61 days.§ 

S£ltee the bank can terminate a demand loan, usually 
with some notice, one should expect the hundi rate which 

• P. iO Table Cbepter VI. Mimtw IjMw and AToiMir MbrfteO tht U. 5., by RIefter. 

i la a imr of tow interest latee like 1940 when the yield of 8| jc. aeouritlee was 8.84. a 
iaot too well aiaanfed aoheduled hank from Ifadiiui niade the following xetum of rates chaig^ 
•to oastomen: 

Adeanees against g^d and bullion 7i to 18 p.e. 

•, •• Govt. obligaljORSw 

„ Commodlti^ ^ T to*’ 9 p.c. 

,, „ Real estate. W to 12 p.c. 

.. fixed dc^U n to 9 peO. 

trade bais _ 9p.o. 

dean Advances 8 to 18 p.c. 

Advances against guarantee 8t to 18 p.c. 

Deofeed dehs, 8 P*c. 

1 Vin and fbotnole, p. 848. ^ . 

id 9899. Minutes of Evidence. Hilton-Young CpnunlMkko* ' 

nqf 
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ii based on an assured investment for a certain period to- 
be, if at aU’t above the rlite on demand loans. As a matter 
of tact, the hundi rate although it moves generally in sym- 
pathy Tvith demand loan rate, is found to be sometimes 
idxnre it or below it.* 

(3) The call money rate is the rate for surplus money 
seeking investment for possibly a minimum period of 24 
hours. Call money is repayable at the option of either 
lender or borrower. In London, call loans are given only 
on security. It is the practice in India to limit these^ans 
to first class parties without d^anding any security.! 

Call money is used in India for purposes of dealings in 
the bullion markets and stock exchanges. It is not infre- 
quent for individuals of high financial status in Bombay 
to apply for and obtain call loans for ordinary trade pur- 
poses, the object being to save interest on cash credits and 
overdrafts. It is probable that loans for stock exchange 
ptunposes are more important in Bombay than in Calcutta. 
Even in Bombay, the volume for these purposes does not 
reach more than a modest size.$ Call money figures pro- 
minently in inter-bank loans. 

Call nysney rates§ move generally in sympathy with the 
rate for demand loans. They are apt to rise very high and 
on occasions, equal it even, hi the busy season, call inoney 
is sometimes unavailable at any rate while in the slack 
sea^n it fells below short deposit rates, losing all touch 
with the Imperial Bank rate for demand loans. 

<4) Bazaar Bill rates are the highest rates in the Indian 
money market. They are charged on bills which art dis- 
couiited for small traders by shroffs. The rates are lower 
in Bombay than in Calcutta. Ihis is probably due to a closer 
association of shroffs with the banking syston £n Bombay 
than m Calcutta.^ 

Our analysis suggests the conclusion that the only rela- 
tidnship vdiich exists between different money rates in 
tifis country is such as arises*out basic economic facts 


ilUla^h. 

iTIriibVin. 


ravf OqsbiiiRIm Htport* 

mialry Coninittee Itoport. * 
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like seasonal variations in demand, genial shortage of 
capital, etc. There is no precise definiteness about their 
Inter-relations such as exists in the advanced money mar- < 
kets of Ihe world. The indefiniteness may be traceable to 
.several causes: absence of a sense of conunon- interests in 
the banking community, the lack of an effective central 
currency and credit authority, impediments in movements 
of capital, etc. 

» 

Agreement and convention among bankers regarding the 
•articulation of rates have a very praise economic objec- 
tive. Taking the bank rate as representative of :diort rates 
in general, convention seeks to establish definite mexgihs 
between different open market rates and thus eliminate 
the danger of unhealthy competition. The margins are 
not arbitrary but bear a fairly accurate relationship to the 
costs of different kinds of investments. The practice in 
London for example has been to quote rates on deposits 
repayable at short notice at about 2 p.c. below the bank 
rate. The fixed margin between deposit rates and the bank 
rate is chiefly useful as preventing any tend«icy to grab 
deposits and assures banks a margin of reward commensu- 
rate with their costs. The rates for short and call loans are 
essentially rates for surplus funds or funds which are to be 
invested in such a manner that they are almost equivalent 
to cash. These rates tend to fall almost to the levels of 
deposit rates with a bare margin sqpietimes f(sr costs. From 
the standpoint of the control of the money market, the 
regulq|;ion of these rates is much more important than the 
definition of the relationship between the bank rate and 
the deposit ^ates. I%e bill market and stock exchanges 
into which these funds flow very largely are very sensitive 
to changes in interest rates. The control of credit acquires 
quidchess, momentum end> effectiveness whrni exercised 
through these parts of the economic structure, ^eir ulti- 
mate effects on other parts ef the structure are apt to be 
uncertain and at best tardy. As for advances, the tradition 
in London has been a rate i to 1 per cent above the baidc 
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7 ate with a ttdmmaua of 4 to 5 per cent in all circomstances.* 

The absence of convention in India is perhaps best illus< 
tia^ by the indefinite relationship between the Imperial 
Bail’s rate fw demand loans and its hundi rate^ As the 
.^curity bdaind a d&aiand loan is as good as that support- 
ing a trade bill, the demand loan rate should be a little 
lower if the average period of such loans falls short of 60 
or 61 days or a little higher if the period tends to be longer. 
Actually, the rate is sometimes above and sometimes below 
the hundi rate. Such indefiniteness contributes an element 
of uncertainty as to the best lines along which* credit 
instruments and practices could develop. 

Call loans are prized abroad because they serve as a 
-seccmd line of protection after cash. Rates in*a market like 
London are fixed in a definite relationship to the bank rate 
because if loans are not forthcoming from commercial 
banks, the bill market can always turn to the Bank of 
England for discount at its rate. In India, call loans are 
essentially loans out of surplus funds in which large varia- 
tions occur according to seasonal tightness or slackness. 
The only alternative to call loans is maintenance of larger 
ca^ which earns no return or lock-up of funds in advances 
or seciirities which on the average earn much less than 
demand loans. When funds are released by cessation of 
seasonal demand, rates on call loans are governed by the 
siiqple principle that some return is better than no return 
and that investment should be of such duration as will 
release funds for use when the busy season returns. When 
-call loans become scarce, borrowers have no alternative 
source to appeal to as in London but must put up with 
whatever levels these rates reach in sympathy with the 
•demand loan rates. 
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T!b» Cbmn Bate of Earning oi Ban^ gaameaSiy* 

Although we have no record of rates duirged to cite* 
tomers separately, we are fortunate in having some indica>- 
tion of t^e levels of open market and customers' rates put 
togetiber. Important banks publish figures which enable 
us to obt^ rat^ of earning per cent of funds at their dis- 
posal. The rate of earning does not represent indeed the 
full cost paid by the public for the use of banking funds. 
The resources of which gross earnings are expressed as a 
percentage include cash which is not lent out at alL This 
means that the actual cost paid by the public for funds 
lent out is a ilttle higher than this percentage. Invest- 
ments which are composed largely of government securi- 
ties and into which a large proportion of bank funds finds- 
Its way present > another difficulty. Besides, in making 
comparisons, we must remember that the rate will depend 
on the policy of each individual bank — ^in particular, the 
proportions in which it distributes its resources among the 
various kinds of assets available. The gross rate of earn- 
ings represents on the whole the minimum level above 
which the public has to bear on the average a certain sur- 
charge for banking accommodation.t 

The earning rate of the Central Bank which is generally 
the lowest for the banks for which we have figures demon- 
strates again the high profitability of short-term finance in 
this country. The "bank rate" of the Imperial Bank and 
(he Central Bank's earning rate do not maintain indeed a 
definite relationship. According to monetary conditions and 
cyclical influences, the C^tral Bank's earning rate is some- 
times above^and sometimes below the "bank fate." During" 
the war years^ when money was abundant, if not wealth, the 
rate fell below the **bank rate." From 1920 to 1927, when 
the wccrld was generally suffering from very high interest 
ratl^ the rate of earnings moved .on to a distinctly* liigh^r- 
leveL In the few following years, it fell below the *T>ank 
rate^ but after 1933, since customer's rates have always a. 

• Sa* iBOfe*aPtM, * p. SB imd t p. 171. . 

tlWUeVU. 
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rock-bottom level, the earning rate once more rose above 
the **bank rate*\ 

Tlie rate on short-term finance charged by the Central 
Bank could not be lower than that of the Imperial Bank. 
If its gross earning rate falls below the Imperial Bank’s rate 
for demand loans it must be because of lower customers* 
rates or lower yield of investments. As compared with 
other banks, the lowness of its earning rate is to an extent 
ascribable to the comparatively lower pzx^ortion of its loans 
and advances. 

The facts are materially different with the other three 
banks. These banks operate in areas of high rates in gene- 
ral and perhaps, the high deposit rates they offer may be a 
factor in inducing them to seek business of a somewhat 
different kind. The earning rates of all of them are higher 
than the bank rate. Till 1933, the Punjab National Bank 
was content with a margin of less than 1 per cent. Tliere- 
after with the fall of short rates, the margin expanded to 
about 2 per cent. 

Till about the end of the first World War, the Allahabad 
Bank kept its earning rate lower than the bank rate. There- 
after, ciiibumstances seem to have forced the bank to revise 
its standards of acceptable business and its margin above the 
bank rate has been perhaps higher even than in the case of 
the Punjab National Bank. Partly, it might be explained 
by ^e unusually high level of its cash credits and over- 
drafts as against loans. 

The Indian Bank of South India has the highest earning 
rate and the highest rates charged to the public in India.* 
Prom 1910 till 1931, its earning rate has been well above 6^ 
per cent, and has on occasions exceeded 7 per cent. A mar- 
gin of more than 1 per cent, and sometimes even 2 per cent 
was very common. A notable f^t^ at work in this con- 
nection is undoubtedly the very hi^ level of its loans and 
advances till the Great Depressipn set in. In the depression 
years, the earning rate fell a good deal but never below 

* Tiible Vin. 
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per cent.— -the margin above the donand loan rate of Im< 
perial Bank being more than maintained. Ihe margin bet- 
ween its average deposit rate and its earning rate has been 
generally more than to 3 per c^t. and even higher <m 
, occasions. 
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CHAFED IV 


THE IMPERIAL BANK OF INDIA 

THE idea of a Central bank or a ^at State bank for india 
is a very old one.* The first tentative effort towards the 
goal was, however, delayed till 1921 when the tl^ree Presi- 
dency* Banks with their 68 branches were amalgamate into 
the present Imperial Bank of India. The amalgamation ;;was 
largely the outcome of rapprochement on the part of the 
banks themselves to whom the events and experiences of 
the first World War brought a new and broader 'outlook on 
the banking problems of the country. Their informal but 
profitable co-operation during the war coupled with the 
fear of an invasion from London^ banking interests gave 
them a keen realisation of the Commonness of their inter- 
ests. The intimate touch established between them and the 
Government in meeting the unusual circumstances of the 
war reinforced the same conviction. There was also the 
pressure of public opinion whidi saw in such an amalga- 
mation a great instrument for the extension of banking 
facilities in the country. 

The Presidency Banks 

Prtor to 1862, the Presidency Banks were directly con- 
trolled by Government and had to work widiin certain r^ 
trictions imposed on them by their <diarters. Along 
other private banks, they enjoyed the valuable ri^t of 
note-issue,$ 

In 1862, they were deprived of their right of note-issue, 
alffiough they continued to manage the new Government 
note-issue as agents to Government. As compensation for 

* See ftioUiMMle . p. 2, p. 4. * * 

t The Bank of Benf^ Ikninded in 1809 was for example restrletod In the followhur waywr 
Adyiuam to an Individual oould not ex c ee d 1 laU and to Gtovemment 8 liddie* ^tereet 
<nanved wae Umited to a maximum of 12 p.c. eormmondioff to a efanflar maxfmuiiMnjf^e?* In 
BhfM. GBah.remrve wae to be at leaet fid ordeoiand-liabiUtiee while Mai IWbllftlaa— 
depoeite a^ notee — ^weie not to exceed the capital which wae 80 lalche. In 18^ M ly tc- 
^ maxhamli of 8 eror e e and eaab-ieeervee at a minimum of onadpura m 
denmad liabUltlee. In 1889, the diaiter fixed maximum advanee to an individual at 8 laUie 
wDd mreney of a loan at 8 monthe. The eeeurlty ptaeerlbed wae two un^oonaeoted peteoae. 
Buie dieoountedwm to be payable In India cmly. • 



102 


MDDiERN BAMKINO IN INDIA- 


the loss of fh^ valued privilege, tiiey were freed from 
many of the old restrictions on business and were given the 
use and management of Government balances. In 1866, the 
Govemmeat themselves assumed the manag«nent of the 
paper currency. 

danger of these relaxations of law were speedily 
illustrated by the behaviour of the Bank of Bombay. 
Apart from neglig«ice or incompetence of the Presidents 
and Directors of the Bank, the abuse" of powers given by 
Act X of 1863 to the Secretaries, the absence of sound legal 
advice and assistance, etc., the chief cause of the failure 
of die Bank undoubtedly lay in the legal changes made 
after 186!^ The Bank of Bombay Commission which in^ 
quired into die whole lamentable episode put the point In 
quite an Emphatic manner. ‘Tt may be,” they vinrote, “that 
the old Act was lumecessarily restrictive but that did not 
justify the removal of all restrictions. . . . They opened the 
door to great laxity of practice and a ruinous ssrstem of 
banking, and were in fact the diief cause of the Bank’s 
failure.” 

The Presidency Banks Act of 1876 restored substantially 
the old restrictions, prohibiting the Banks from conducting 
foreign exchange business, borrowing or receiving deposits 
payable out of India, lending for a longer period than six 
mondis or upon mortgage or on the seciuity of immov* 
able properly hr upon promissory notes bearing less than 
two indepen^nt names, or upon ^oods, unless the goods or 
titles to them were deposited with the bank as security. The 
Government balances at the disposal of the Banks were 
stricdy lindted. At the same time. Government sold out 
thrir riiare holdings in the Banks and ceiled to appoint offi- 
cial directors. 

The only notable cUkn^ in the long period which ensued 
tin the amalgamation of 1921 was the increase, during the 
first World War, of Government balances at the head- 
quarters of Presidency Banks, the object being to assist the 
money market in its periodic stringencies. 
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fhe biiperial Bank of India. 1821-1834 

Under the amalgamation scheme, the paid-up capital of 
the hew bank was increased form 3| crores to about 6 crores, 
raising the ratio of capital and res^ves to total public and 
private deposits from 9.6 per cent in 1920 to 13.7 per cent 
in 1921.* 

The public character and responsibilities of the Bank were 
secured in no uncertain manner. The Managing Govern- 
ors, not exceeding two in number, were to be appointed by 
the Govemor-G^eral-in-Council. Besides the Managing 
Governors and the representatives of Local Boards, the 
Central Board which wu the controlling authority was to 
include the Controller of Currency or some othgr compar- 
able officer and four or less non-officials, all at the nomina- 
tion of the Governor-General. The Governor-General was 
empowered to issue instructions to the Bank with the spe- 
cific object of safeguarding Government balances or the 
financial policy of the Government. The Controller of Cur- 
rency or the officer nominated in his place was to act as the 
watch-dog of the Government in aforesaid matters, could 
exercise a suspensive veto pending final decision of the Gov- 
emor-Geineral-in-Council. 

An agreement between the Bank and the Secretary of 
Stiste re-defined in certain material particulars the business 
of t^e Bank. 

The managemmt of the public debt as hitherto and all 
the general banking business of the Govermnent of India 
were vested in the Bank. The Bank was to hold hereafter 
all the treasury balances. The Government agreed to 
transfer funds for the Bank through Currency free of 
charge and discontinue the issue of currency transfers or 
sui^ly bills in all those places where the Bank existed to 
serve the public. The Bank vns^now allowed to open 

• (Flgiim in cvmt.) 

Prior to AnaliKBiiintkm. Pott-AmmlmiiBtfon 
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office in London but it could not open cash credits for, or 
receive deposits from, any one other than its old clientele. 

In return for all these valuable privileges, the Bank 
undertook to open within five years 100 new branches, of 
which the Government was to determine the location of 
one in four and further, to give the public facility for 
transfer of money between its offices at rates to be 
approved by the Controller of Currency. To no part of 
the Imperial Bank Act of 1921 did public opinion attach 
greater importance than this undertaking to extend bank* 
ing facilities. The presence of a bank whose position and 
stability were beyond all doubt and which could keep their 
cash balances was expected to have a very uplifting effect 
on local banks. The management of work connected with 
Government securities at each local branch, instead of at 
the headquarters of Government as formerly, was expected 
to stimulate interest in productive investment and in 
banking generally. 

By March 1926, the Bank fufilled its legal obligation to 
create these new branches. Of 102 new branches, 36 or 
about one-third were located in places where there was 
previously no bank of any kind. As many as 89 were 
located in places where there were Government treasuries 
or in other words, Government balances to be taken 
possession of. 

Schedule I to the Act of 1921 defined the business of 
the Bank both positively and negatively in two separate 
parts. One part set forth the business which was abso- 
lutely prohibited to the Bank. The other part indicated 
the l^siness which the Bank was permitted to imdertake. 

The existence of special laws smd chsui«rs throughout 
their history prove that the Presidency Banks and their 
successor, the Imperial Bank of India have held and been 
meant to hold special* stktus and fulfil special functions 
in the banking structure of India. Laws and charters have 
however aimed at two specific objectives only, the ssde- 
guaiding of public funds and the extension of banking 
facilities. JBut more peremptory thsm the force of law was 
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the pressure of actual needs and drcumstances which 
tended gradually but surely to widen the public eharacter 
and responsibilities of the Bank. In this continuous 
growth, a critical stage was reached when the IBIton- 
Young Conunission of 1926 raised the question of a Central 
Bank for India as the n»t logical step in the organisation 
of currency and credit. It was inevitable that for this 
purpose, all eyes should turn, in the first instance at least, 
to the Imperial Bank as the instrument most easily 
available at hand. But to the Hilton-Young Commission, 
it seemed an unquestioned and unquestionable presump- 
tion that central banking function and commercial banking 
activities could not and should not go together. To dis- 
mantle the Bank of its commercial function was in its 
opinion to arrest the progress of the country in the one 
sphere in which progress was most urgent and vital.* The 
creation of the Reserve Bank of India in 1935 gave effect 
to this conclusion and closed, so far as law can close, 
future growth of the Imperial Bank along these lines. But 
as history reveals again and again, practical necessities are 
apt to overbear and in the end dominate the limitations 
of mer^ laws. Despite the Reserve Bank Act of 1934, the 
Imperial Bank holds and must continue to hold a imique 
place in the banking system of this country. The causes, 
outside, if not inside, the framework of law which gave 
it this unique position have not yet ceased to operate and 
it would be hardly surprising if the course of evolution 
gradually led it into a position not contemplated by the 
framers of law. To analyse these causes is to analyse the 
manner and character of the past and present working of 
the Bank to which we must now address ourselves. 

Size and Power of Inaperial Bank 
By its size alone, the Imperial Bank has been well 
situated to exercise great power 8v&c the credit structure 
of the country. Its private d^)osits have amounted 
generally to one-third of the aggregate deposits of banks 
In India. By 1926, it had more than twice as many branches 

• Report. Pona, tn, ss. * 
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as all exdiange banks put togetiier and as compared with 
bidian joint-stock banks, it had more than one-tiiird of 
theirs. A bank with such.raormous resources, expanse and 
cliratele could always be sure of forcing others to follow 
its lead« when such lead was in ccmformity with operative 
circumstances. Its rate changes and policies could be 
dQ>ended on to attract or repel as circumstances required 
borrowers on a scale which was sufficient to put the neces- 
sary pressure on other banks.* 

This great position of the Imperial Bank has been built 
largely no doubt on the basis of its special connection with 
the Government of the land. This connection gave it com- 
mand over a large and dependable volume of public funds 
which were of especial use in the early stages of its career. 
But more decisive than the funds themselves was the 
general confidence arising out of the belief that the Govern- 
ment were deepfy concerned in and could be trusted to take 
measures to ensure, its stability and solvency. 

The great drawback of periodic withdrawal of large 
funds from the market into Government treasuries was 
not abolished, however, at a single stroke. Although the 
Imperial Bank and before it, the Presidency Banks were 
entrusted with Government balances, the assistance to the 
market was limited at first to certain maxima and even 
after the maxima were aboli^ed, to those places only^at 
which these banks had their branches. With the growth 
of the branches of the Imperial Bank, Government funds 
bega^ to flow into the market in a larger and larger 
volume. Government on its part made efforts to reduce 
the amounts kept at out-stations by instituting currency 
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transfer from Currency Reserves at the headquarters to 
their balances at the Imperial Bank.* 

On this point of size and power, the Imperial Bank invites 
comparison most appropriately with Banque de France 
which throughout its long history has combined, and com- 
bined effectively, central banlmig with commercial func- 
tions. Leaving aside Caisse des De'pot et de Consignations 
which manages public funds, savings bank deposits, post 
office cheque accoimts, etc., and the Banque d* Affairs which 
are*mainly industrial banks, the Banque de^France Jield less 
than a quarter of the banking resources of the country. 
1%e six big deposit banks of Paris with their affiliates 
alone claimed more than twice the deposit-resources of 
the Banque de France. Yet, through its 600 and odd 
branches and about 4 lakhs of accounts, the Banque de 
France is able to make its lead and power felt throughout 
the country.f 

Conffict of Commercial and Central Banking Functions 
While the size and resources of the Imperial Banh gave 
it a natural leadership of the Indian banking system, it 
was a matter of doubt to many whether an ordinary com- 
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meroial bank could be trusted to discharge these responsibi* 
lities in a loyal manner. A commercial bank must exist first 
and last for making the largest profits while a Central 
bank has on occasions to forgo profit in the intwests of 
the country at large. When an incipient boom has to 
be checked, a commercial bank may well be disinclined 
to incommode its customers and to diminish its profits by 
advancing its rates earlier than its competitors. Still 
greater is its embarrassment in an obstinate depression 
when the rate may have to be reduced below the economic 
level. liie same impleasant choice confronts it with regard 
to open market operations. When rates are rising in the 
course of a boom and securities depreciate in consequence, 
the Central bank has often to sell ojff these low-priced secu- 
rities to stave off a serious crisis. When a depression sets 
in with low rates and hi^ security prices, the Central 
bank has to buy these very securities to increase the cash 
basis of banks and induce lending. The dilemma is resolv- 
ed in the 9ase of most Central banks by statutory or volun- 
tary Ihnits aiid checks on their rates of j^vidend. 

Firstly, as regards the bank’s obligations towards its 
own customers. The rate of a Central bank is effective 
less by its level, which must always maintain touch with 
market-rates, than by the conditions of eligibility attached 
to it. Except in England, the declared rate is a minimum 
rate for bills of certain stringently defined qualities and 
length but the bank’s established customers can always 
take to the bank bills of other qualities and length and 
obtain funds at almost the usual rates. As for advances, 
the rates are always subject to a certain minimum below 
which the banks hardly ever descend. It seems unlikely 
therefore that a commercial bank engaged in Central bank- 
ing functions will be embarrassed in regard to its usual 
customcsa. < 

Even then, it must be admitted that not every country 
is dually well situated to attempt a combination of Central 
banking and commercial banking functions. The Banque 
de BVance is an esrcellent example of how policy and 
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circumstances may conspire to bring about a happy 
combination of this kind. With few sensitive elements 
in its export trade and with a perpetual need of finding 
investments ior surplus savings abroad, French ecmiomy 
is well suited to run on an even keel, not much disturbed 
by economic changes in the outside world. The Banque 
de France improves on these advantages by a policy which 
aims at accumulating immense gold reserves against its 
enormous note-issue and by using them freely to aid foreign' 
Central banks in difficulties no less than to meet internal 
demand for hoarding or export. These basic, teonomic 
facts and the banking technique reared on them find their 
objective expression in the exceptionally stable rates which 
mark French monetary conditions. Between 1898 and 1914, 
the Swiss National Bank changed its rates 56 times; the 
Reichsbank, 62 times; the Bank of England, 79 times. But 
the Bank of France found it necesary to change its rate 
14 times only. 

The position of India was till recently materially 
different. There are of course many sensitive elemAits in 
our export trade and with the distribution of economic 
power^as it is, our imports are relatively inelastic as ex*' 
perience has indeed demonstrated again and again. Our 
obligations to foreign investors on private account are large 
and till recently our obligations on public account, although 
lefts in bulk, linked our taxation-system to our monetary 
system.* Until these obligations are materially reduced or 
abrogated, the maintenance of an export surplus compar- 
able with the volume of these obligations was naturally 
the main concern of our monetary authorities. In other 
words, co-ojieration with our foreign markets and foreign 
creditors has been our goal rather then monetary autonomy 
on French lines. Whether and to what extent co-operatioif 
can be distinguvdied from mer# silbmission to the lead from 
abroad is a delicate point which involved consideration'of 
our political ‘ relations with*the largest of our erstwhile 
creditors, namely. Great Britain. 

* Thft lAtMt eafclniftte of Britlfh IttveftnieiiU in Indln It 11,00 m* f 
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To take up the next point regarding the losses whidi are 
involved in the discharge of Central banking functions. It 
is a point worthy of close inquiry whether such losses are 
not nuxre than count^balanced by the interest-free funds 
of Grovemment and the compulsory deposits of commercial 
banks wi^ the Central bank. In the 7 years 1921-22 to 
1927*28, the average month-end balance of Government 
funds with the Imperal Bank was about 16.6 crores. During 
the years 1935-36 to 1937-38, the average deposits of 
scheduled, banks with the Beserve Bank of India wer^ in 
the neighbourhood of Rs. 26 crores. It would be a moderate 
estimate to place the average interest-free balance avail- 
able to a Central bank in India at about 40 crores in round 
figures. At the average net profit rate of the Imp^ial Bank 
for the years 1935-36, this should give the Bank 
an annual income of about 58 lakhs or about half the net 
aggregate profits for these years. This is surely more than 
a generous margin for any losses which a bank could incur 
in die critical stages of a boom or depression. The steady 
dividends of most Central banks of the world are convin- 
cing proof that Central banking is not incompatible with 
good profits.* 

High Liquidity of Imperial Bank Assets 

Design and practice combined to give the assets of the 
Dank a degree of liquidity worthy of a central bank charged 
with the duty of aid to banks in difficulties and the managp- 
m^t of the note-issue and legal tender of the coimtry.f 
Legal stipulations regarding the duration and security of 
loans, and bills prescribed as early as the law of 1876 are 
almost the same as in the charters of many central banks 
like the Bank of France. The practice of the bank was 
indeed eveii more conservative than the law itself. While 
the la|ir allowed_bills a maximum maturity of 90 days, the 
actual maturity of bills dlsotoimted was on the average 60 
dags only.f In the absence of a sufficient quantity of bills, 
loans were kept within strick bounds while cash credits 


^ Itt fha eoune of 18 yeon* the twelve Reaerve Benin in the United States |>eid th«‘ 
TfneanrTf 180]ii..dlvidefidstonieiidieTbanksl8%)e«refaUni|to8 iSOm^andaoeumuleted 
of t S 80 nu ne steady 19 p.e. dividend? Un Bank irfBhidand Is 
^tTnbleslXaiiax. 
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fivlitdk are tonniiiable on demand were generally twice in 
volume and in adverse days, much more. Advances against 
security of one name were the exertion rather than the 
rule.* 

Of course, an even hi^er degree of liquidity is common 
aniong the central banks of the world. Although the law 
fixes 90 days as the maximum maturity for ordinary bills 
and 9 months for agricultural bills, the average maturity 
of bills actually discounted by the Federal Reserve Banks 
did not exceed 8 days in fairly normal years like 1925 and 
1926. The practice of the Bank of France with its direct 
discounting for individuals and concerns is even more rele- 
vant and illuminating. From 1927 to 1934, 3rears of great 
strain and stress, the av^age maturity of bills discounted 
was only 18 days in 1927 and though it rose subsequmtly, 
the maximum reached was only 33 days in 1933. It must 
howev^ be remembered that bills are more abundant in 
the United States than in India and that in France, they 
are the diief outlet for bank funds. 

Profit and Loss Account 

Analysis of profit and loss account makes it clear that 
In spitd of restrictions of law, there was a most generous 
scope for profitable busine^. The margin of profit was 
always so large that any reasonable restrictions imposed in 
the interests of cratral banking were not likely to make 
the bank less profitable for the existing shareholders or 
prospective investors, t 

Barring the Indian bank of Madras in which province 
high^t rates prevail as a rule, the Imperial Bank has al- 
ways had the highest rate of gross profits of which we 
have any record.' Tili 1932, the rate rarely fell below 3.25 
and was usually at least 1 per cent in excess of the next 
best rate earned by the Allahabad Bank of India. Even 
after 19^, although the differences narrowed, the rate of 
the !bB|)erial Bank did not fall below 2.50. 

*<!■. MMs •SMs MKN»— MbiatM or BvideoM. HUtoa-Yoiing CoHunMon. Oa^-atMe 
Pi«wr fa * nMhad faotnn of ladtaa tu t to— , 
tTobte’a XXXIII mmI XXXIV. 
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Its expense ratio, however, has been midway between the 
most economically and the least economically run* Indian 
banks. The ratio showed a tendency to rise in the years 
after the first Great War but after the 1929-^0 crisis, it has 
decked in a significant manner. A more rapid pace of 
Indiani^ation, etc., is likely to prove a more permanent 
infiuence on tiiis ratio than economy expedients improvised 
to meet recent difficult years. Some justification for this 
belief is found in the prc^rtion which salaries bear to the 
aggregate expenses of the bank. Of the large gross pi?ofits 
it earns*, larger per unit than in the case of any other im> 
portant bank, as large a proportion as 35 to 40 per cent, is 
spent on salaries. Its expenditure on salaries compares 
favourably only with that of the Allahabad Bank pf India 
whose rate of gross profits stands next to the Imperial 
Bank’s. The fraction shows a remarkable stability from 
year to year but may be expected to fall as the employment 
of foreign skill and direction is discontinued. 

Its rate of net profits is more decisive on the point we are 
seeking to establish. The rate for the Imperial Bank is 
easily the highest among those for which we have any 
record. Always more than 1.60 per cent, of resources em- 
ployed, even the last depression could not reduce it below 
1.10. As a percentage of capital and reserves, which them- 
selves have always borne a steady and high ratio to deposit- 
liabilities round about 13 to 14 per cent., net profits are well 
above 10 per cent as a rule.* 

Imperial Bank and Competition with other Banks 

No argument weighed so much in favour of the creation 
of a new institution as the fear of the incompatibility bet- 
ween competition in business and national leadership. 
Xiimitation of profits is no doubt one obvious means of re- 
rnwHling the two. Restricti<ms on business such as the 
Presidency Banks and flie imperial banks have always had 
to conform to, is a. still more direct means of attaining the 
same objective. But far more important than legal prohi- 
bitions and restrictions are tradition and habits growing 


*lW>leXKXni. 
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out of natural evolution. We must examine how far past 
bistcNty was tending to fit the Imperial Bank for such a role. 

National leadership defends on two factors. It may grow 
out of a historical environment of mutual trust and habits 
of informid co-operation. The growth of such an environ- 
ment may be initiated or facilitated by the manner in which 
the executive of a bank is constituted. The two, although 
interdqsendent, deserve to be analysed separately.* 

It appears that the competition of the Imperial Bank 
becanfb a source of constant complaint only after the 
amalgamation of 1921 and the subsequent creation ot 
branches. The Allahabad Bank, in particular, was loud in 
its out-cry before the Hilton-Young Commission. It was 
on record, however, that out of 88 new branches created 
by 1926, as many as 75 were located in places where no bank 
had any branch before. The new branches competed with 
the Allahabad Bank in 12 places only and even among 
these 12 places, there were at least 4 in which the Allah- 
abad Bank was already confronted with competition from 
the Alliance Bank of Simla, t 

It is difficult to set any narrow or definite territorial 
limits to/ the effective influence of a new branch.^' This 
infiu^ce is apt to extend far beyond the town or place 
in which the bank-branch is located in the physical sense. 
A range as wide as 100 miles round-about was mitoiioned 
as tlte radius of this influence. There was perhaps an 
element of exaggeration in the statement. It is never- 
theless necessary to ascertain how far the Imperial Bank 
gave any reasonable grounds for complaint on the score of 
unfair or uneconomic rates. 

Unfortunately, the Imperial Bank does not publish 
figxires of its total earnings like some other banks. It is 


. * AlmoBt thfoucbout the wliole of ItE history till ahaoM the end of iJie 11^ centnry. 
prijmte bonlm luidi^r 1S95, ioliit stoek bonks aomed fhe bonk of Enslsnd of eon^tln^ 
r with them ond of pladnic Its prlvote gain above natlof^ Inteie^ 
d on iU port tried several poUctes tentatlvdy. eompletc dfvoree ftom the 
. - "Mhmhdng Its dlsoonnt rate higher tlum the market rote nsirt ter lOlg, 
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not possible therefore, to compare its rate of earning per 
unit of funds employed with the rates of other banks. 
Its gross profit rate, as we have already recorded, is the 
highest in our table and is ap^to stand above the next 
highest rate, namely, that of the Allahabad Bank, by an 
impressive margin. The gross profits rate may be high 
either because the Imperial Bank is able to charge very 
high rates or because it has to pay a relatively lower price 
for the funds it obtains. Since the complaint is one of 
unfair competition for business, it is clear that rates of 
.the Imperial Bank are alleged to be uneconomically low. 
It was asserted before the Hilton-Young Commission that 
when the Allahabad Bank quoted 7^ per cent., the Imperial 
Bank was found to be content with 5 per cent. The more 
usual difference between the rates of the two banks was 
given out as i to 1 per cent.* 

There could be no complaint of unfair competition if 
the low rates which the Imperial Bank paid to its depo- 
sitors bespoke merely the confidence which the public 
rep(»ed in the Bank on account of its better management. 
But the argument was that these low rates were due to 
the special privileged position of the Bank. Vast funds 
free of interest were placed at its toposal in the course of 
the management of government revenues and expenditure 
or the public debt -services. Besides, Government trans- 
ferred funds for the Bank through Currency free of charge. 
These privileges, it was suggested, enabled the Bank to 
offer accommodation to the public at imeconomic rates and 
yet to maintain the highest rate of gross profits among 
Indian Banks. 

It will be recalled that mccept in the year 1922, the pro- 
p<»^on of public to private deposits never mcceeded 12 per 
cent. For many yeaqf, it was much* less than 12 per cent.t 
Even if l/61h of the total fun^ it employed w^e assumed 
s^ 0ee ot interest, and the rates paid by the Imperial Bank 
.c^ its Other d^rasits were taken to be as high as those of 
^ Bank of Im^, the form^ could not account for 

*Q«. lS9(M;nMr— -XiantesorBvtdenoe. HQUm-Yount Conunbiint. 

t P. 'MS--Anp«idlote. mitoiHYdtwir Coinmtaio’i. , 
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«a advantage in the gross rate of more than 6 to 7 per cent. 
Actually, the difference between the gross profit rate of the 
Imperial Bank and the Allahabad Bank is much more than 
1 per cent., perhaps nearer to 2 per cent, than 1 per cent. It 
is self-evident therefore that the larger size of its gross 
pn^t rate was due as much to its. ability to attract funds 
cheaply as to the funds placed at its disposal by the Gov- 
ernment. 

It is also probable that a part of the explanation is to 
be fouifd in the composition of the private deposit liabili- 
ties of the Imperial Bank and other Indian banla. We have 
evid^ce for the Imperial Bank only for the war years 
1915-17, 1919, the post-war year 1925 and the years 1939-43. 
In these years, the Banks of Bengal and Madras showed 
fixed and savings deposits to be about 33 to 45 per cent, of 
all deposits. For the same years, the percentage for the 
Allahabad Bank was as high as 77 per cent, for fixed and 
savings deposits. When we recall that even for the Central 
Bank of India, the average difference between rates paid 
on fixed and curent acounts is about 2.5 to 3 per cent, and 
that the Imperial Bank pays no interest on current ac- 
counts, th4> ability of the Imperial Bank tq quote lower 
interest-rates on its loans is seen to be due not entirely to 
uneconomic competition.* 

It is rather significant that the loudest outcry has gene- 
rally 7;ome from those areas where high interest-rates 
prevail generally. One such area is the Punjab and the 
United Provinces where the Allahabad Bank and the 
Punjab National Bank carry on their main business. 
Another such area is South India where the Indian Bank 
and a large number of small banks ply their trade. The 
relative level of gross earnings of different banks is a 
good indication of the conditions aqii^t which these banks 
lend their funds. The Central Bank of India with its 
brandies more or less evenly diftributed in all parts of 
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India may be taken as the type of banks which are neither 
exceptionally favoured by high interest-rates nor excep- 
tionally prejudiced by low rates. Yet, the Allahabad Bank 
and the Punjab National Bank are able to maintain their 
gross earning rate at one per cent and more above the 
rate of the Central Bank of India. In the years after the 
crisis of 1929, the differences have widened still further in 
favour of the aforesaid two banks, 2 and 3 per cent, being 
quite common. ITie earning rate of the Indian Bank is 
mucl;^ higher, an excess of 3 per cent, and more abbve the 
Central Bank rate being quite common. This leads to the 
conclusion that while sporadic cases of drastic use of 
its power by the Imperial Bank could be cited here and 
there, a general tendency to the lowering of rates on 
account of the appearance of the Bank on the scene was but 
a . natural effect of the aforesaid conditions and could 
hardly be a ground for legitimate complaint on the part of 
other banks.* 

It is not sufficient merely to prove that the complaints 
of certain banks were not altogether well-founded. A 
bank which is moving towards the leadership of a banking 
system must actively foster and justify confidence in itself. 
As the history of the Bank of England proves, a tradition 
of such confidence is slow to grow and has to progress 
through much difficulty and misunderstanding. There is, 
however, some evidence that the Imperial Bank was Slowly 
establishing for itself a somewhat analogous position. 

One great obstacle, perhaps the greatest obstacle, was 
ignorance — ignorance on the^part of the public as well as 
banks. This was well illustrated by the crisis of 1913. 
The Allahabad Bank found itself in an embarrassing 
situation because a rumour spread that it had asked for 
assistance from the Inopqrial Bfmk.t For a long time there- 
after, the Allahabad Bank made it a policy not to borrow 
from any big bank to iqeet even temporary difficulties. 
Unwillingness to borrow from a rival on grounds of 

* Q. IM66*imO; IM61 Mirnttca vt Bvideaoe, IfiltoifVauaR Commiarioii. 

f Q. IMM P. 419 TMe No. 1* ^lUd. M4. 
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porestige is to be met wi^ even in advanced countries like 
France. But backwardness of public sentiment is an 
additional difficulty in the adoption (d what in other coun- 
tries would be looked on as normal and natural banking 
operations. 

Things, however, tended to gradual improvement with 
the passage of time. In the tw^ties of the present 
century, tiie Bengal National Bank had cause to express 
gratitude for the willing assistance rendered by the 
Imperim Bank. The special position of the Imperial Bank 
was brought into greater prominence by the events 
subsequent to the failure of the Alliance Bank of Simla 
Ltd., on 27th i^pril, 1923. Acting under instructions of 
Government and a guarantee of the Finance Dept., the 
Imperial Bank undertook to pay immediately SO per cent, 
of the amounts due to depositors inclusive of current 
accounts and savings bank accounts. ^ enable the Bank 
to meet sudi situations with promptitude and effectiveness 
in the future, an amendment was enacted shortly after- 
wards by which the Bank was empowered to advance or 
lend money to a banking institution with a rupee capital 
upon seciMdty of its assets with the the specific object of 
averting or facilitating a winding-up.* 

The more enlightened among the banks have shown 
from very early days a better appreciation of the position 
and responsibilities of such a Bank. They have entrusted to 
it their surplus cash balances; and a certain proportion of 
the Imperial Bank’s private deposits is accounted for by this 
practice. The volume tended to fluctuate according to 
the demands of trade. We have it on the authority of the 
Central Banking Inquiry Committee’s Report that in 1925 
these balances varied between such wide limits as Rs. 2 
crores and Rs. 13} crores. The flguxes given for March and 
September of 1928, 1929 and 1930 1^ the same Report show 
these balances at abcmt 3 to 4 crores. The funds borrowed 
by the banks from the Imperial Bank varied in a like 
manner. 

• P.S4. VoLI. IiidiM CentfBl Banldaff laqiiify Comailtae 
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C%Aniet«r of Ezecativ<i^ Ownmliip and Peiwmiiel 


A powiarful influence in the creation of such leadership 
is the public confldence. that the character of the Executive, 
ownership and personnel is such as to conduce to national 
outl^k and conservation of public interests. This con- 
dition is satisfied in most countries by vesting the power 
to appoint the executive in the Government or making the 
appointment subject to its confirmation. Some countries 
go much further in these safeguards. As our account of 
the history of the Imperial Bank indicates, the constitution 
of the executive has always been recognised as a national 
concern and more emphatically so, in the changes of 1921. 
The history of the Bank of England should be sufficient 
assurance that with this initial advantage, the course of 
development might have followed similar lines but for the 
decisions of 1926 and 1934. 

The public mind in India was impressed not so much 
with the policies of the Imperial Bank as the large European 
element in its personnel and clientele. For a long time, 
there has been an undisguised suspicion that the presence 
of this element made the Bank more solicitous of alien 
banking and commercial interests. Many changes in the 
desired direction, particularly Indianisation of personnel, 
have taken place in recent years. But the close alliance 
between the Bank and British commercial interests still 
persists, albeit to a more limited extent now than forifterly.* 
. The evidence tendered before the Chamberlain Commis- 
sion as long ago as 34 years showed that 4/5ths of the share- 
holders of the Bank of Madras were Indians. Out of 732 
lakhs of advances, 588 were advanced to Indians. 3/3ths of 
the deposits of the three Presidency Banks belonged to 
Indifois. Of the aggregate advances of the Bank of Bom- 
bay, 5/6ths were made to Indians, and Indian industries. By 


* DtotrtbuUon Of Sham of Bank of Bombay. (1840h 
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• — Cooke, Jtaikfni /ndui, p. 185. 
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1^, situation improved still further. Of individual 
diiq>osit 3 , Indians then held 67 per coit as against 33 per 
cent, held by Europeans. Of advances, 68 par cent, went to 
Indians as against 32 par cent, to Europeans. Of the deposits 
of banks, one-quarter belonged to Indian banks but of 
advances, more than one-half were made to Indian banks.* 
In spite of this growing stake of Indians in the Bank, the 
suprane direction of the Bank has always remained in 
non-Indian hands. 

Seascmal Charactor of its Budness and Bate Variations 


It would be more legitimate to blame the Imperial Bank 
on the groimd of its almost total failure to prevent a very 
wide range of seasonal fluctuations in interest-ratesf and 
the very high levels which they reach at certain times of 
the year. The retention of the ultimate control of currency 
in the hands of the Government and the peculiar arrange- 
ment by which aid from currency reserves was made 
dependent on particular levels of the bank-rate were no 
doubt aggravating factors in the situation. Still, it cannot 
be doubted that it lay in the power of the Imperial Bank 
to moderate the range of fluctuations but it preferred its 
own prbnts to national interests and exploited to the full 
the highly seasonal demand for currency. 


The burden of meeting the seasonal demand was support- 
ed largely by the Imperial Bank. This was a consequence 
largely of the prohibitions laid on it against engaging in 
any but truly short-term and self-liquidating business^ 
Great variations in cash rather than in any other assets of 
the bank were the main technique employed by the Bank 
for fliis seasonal adaptation. When seasonal demand rose, 
cash was permitted to fall to comparatively low levels. 
When seasonal slackness caused the inevitable fall in loans, 

*Q. 18SI>; 088S: MM: M57 ^Minutes ofEvidlnoe^Vol. 11. Chamberlain Commterion, 

l»12. . 

LbA week of March 192ff. (in Lakhs) ^ , 

Indian Banks Other Banks 
Deposits . • 185 578 

Q. 0750. Appendix No. 48 — Hitton-Young Commission. . ^ 

t During the 10 years 1081-80, the rate for demand loaits ot the Imperi^ Bank stMl 
at 0 p.c. for approximately 8 weeks, 8 p.c. for 47 weeks; at 7 p.c. for 110 weeks; 6 p.o« for 
140weeks;5p«, for 180 weeks; 4 p.c. for 81 weeks* « 
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cash crechts and above hll in bills, the inflowing repayments 
merely went to swell the cash. Investments adutdi are 
composed almost entirely of Government paper could not 
be availed of for the purpose since depreciation and capa- 
city of the market are factors to be reckoned in. In the 
stable years 1923-1929, between the months of March and 
Septmnber, an average fall of about 7 per cent in cash 
credits, 5 per cent, in loans and 7 per cent, in bills measured 
on the basis of the volume of deposits was offset by an 
increa^ of more than 16 per cent, in ca^. The iifbrease 
in investments is so sli^t as to be hardly comparable and 
reflects more truly a secular trend.* In contrast with this 
high seasonal trend of the balance-sheets of the Imperial 
Bank, the balance-sheets of other Indian joiiit-stock banks 
hardly disclose much seasonal variation.t 
Analysis of aggregate* monthly advances for the years 
1921 to 1930 suggests June as the month lying midway 
between the peak and trough of the seasonal demand for 
money. In March or April, business demand reaches its 
full height, the average level of advances as a proportion 
of deposits being about 15 per cent, over the June level. 
September records the lowest level, about 14 per cent, less 
than in June. The average difference in advances in the 
aforesaid years was 15 crores between the peak and trough 
months while the average cash-balance held in March was 
about 18 crores and in September above 30 crores. • 


Seasonal demand by itself need not cause embarrassment 
to individual banks or to the banking system as a whole. 
When the outflow of cash at one time of the year is certain 


*AveTa|Ec» Percentage to Total Liabilities. (LiabUities Capital, Reserve, Public and 
Private Ikq^ts). 
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to be followed at another time by inflow on the same scale, 
variations in cash caused by them cease to have much 
significance for safety or liquidity of bank assets. When 
interest-rates show a wide range of seasonal variation, it 
is apt to bespeak more the character of the monetary 
organisation of a country than the inevitability of such 
monetary rhythm. The demand for finance, for example, 
has assuredly a far wider seasonal range in the United 
States than in England. Yet even before the adv^t of the 
Feddirsll Res»:ve system, the monthly averages of rates on 
prime commercial paper for the years 1890-1900 gave a 
spread of 1,04 only. The spread in England for the period 
1882-1913 was 1.50 for average Floating Rate and 1.70 for 
average Discount-Rate for 3 months bank bills. The greater 
spread in England is explained by the fact that the money 
market cannot replenish itself at the Bank of England 
unless the market rate rises to the bank-rate and the bill- 
brokers are forced into the Bank. In India, the Imperial 
Bank which had some of the privileges and a few of the 
responsibilities of a Central bank preferred to raise its rate 
to the point of maximiun profit rather than allow its cash 
to fallft^low in the interest of stable rates. The fact that 
the level of cash in the busy month of March was on the 
average as high as 16 per cent, of deposits during the 
Twenties of the present century proves what a large margin 
there was for a policy of more rational rates. Unfortunately 
Government also set its imprimatur on unstable and high 
rates by linking aid from Currency Reserves with certain 
prescribed levels of the bank-rate. A more rational policy 
has had to await the creation of a Central bank placed 
above the motive of private profit.* 
bnperial Bank after 1934 

The Reserve Bank Act of 19^ put an end to or at least 
sought to barricade the growth of the leadership of the 
Imperial Bank along certain Itees. That law caused certain 
<diange6 in the position and powers of the Bank which we 
must now proceed to assess. 

*F1>. SSS.S8«ndKoek,Sftirfvc//fileriM<*IMw,pp. U0>114. * 
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The Bank ceased to be the banker to Government. The 
Govemm^t, on its part, practically withdrew from the 
managem^t of the Bank. In the general interests of the 
country, however, power was reserved to the Govemor- 
Geiieral-in-Council to nominate to the Central Board , non- 
official persons not exceeding two in number. Contact 
between Government and the Bank was assured by the 
ncnnination by Governor-General of an officer of Govern- 
ment entitled to attend the meetings of the Central Board, 
to take part in its discussions but not to vote. .*This 
arrangement is an obvious recognition of the unique place 
of the Imperial Bank in the financial and banking interests 
of the country especially in times of crisis and war. 

With the withdrawal of special privileges and Govern- 
ment control, the justification of old restrictions on the 
business of the Bank ceased. 

The Bank was now authorised to transact foreign 
exchange business, to open branches and undertake bank- 
ing business of any kind inclusive of borrowing abroad. It 
was allowed to buy bills of exchange payable abroad and 
of a usance not exceeding nine months in the case of bills 
rdating to the financing of seasonal agricultural operations 
and six months in the case of other bills. 

In the case of advances or loans relating to the financing 
of seasonal agricultural operations, the period of six moi^ths 
was extended to nine months. The Bank was now permit- 
ted to acquire and hold, and generally to deal with, any 
right, title, or interest in any property movable or immov- 
able which may be the Bank’s security for loans and ad- 
vances or may be connected with any such security. The 
security for loans and cash credits was now widened to in- 
clude municipal debentures or securities, when permitted , 
by the Govemor-G^eq^-ki-Coimcil, of a Native State of 
India, the debaitures of limited liability companies 
approv^ by the Central Board, etc. 

Under an agreement between the Imperial Bank and the 
fieserve Bank which will last in the first instance for 15 
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years and which may terminate wiUi 5 years* prior notice 
on either side, the former is to act as agent for the latter 
in all places in British India where it has a branch and 
the latter has got none. The Imperial Bank shall also 
perform in those places the lusual fimctions on behalf of 
C^itral and Provincial Governments and the Railway 
Board. For these latter services, the Imperial Bank is to 
teceive commission at certain rates on the volume of 
transactions for the first ten years and the actual cost for 
th^next five years and, if necessary, thereafter also. 
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TABLE XIII 
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CHAPTER V 

STRUCTURE OF ASSETS AND^ LIABILITIES 

THE structure of assets and liabilities of a banking system 
is the outcome within certain limits of their mutual inter- 
action. The quantities and character of resources which 
form the liabilities of banks limit naturally the choice of 
business which undertake. But it is also within the 
power of banks themsedves to influence to an extent the 
volume and composition of their liabilities. Roth assets 
and liabilities in the long run are themselves the reflection 
of basic economic conditions of a country or region in the 
determination of which the banking system as such is only 
one among several factors. 

It is usual to speak of the Indian banking system as being 
composed of three elements. The Exchange Banks conform 
to one pattern, the basic aims and objects of which are 
broadly reflected in their* structure of assets and liabilities. 
The Imperial Bank of India holds a q>ecial status which is 
tO bedfetfgely interpreted in terms of political and historical 
circumstances. The third constituent is made up of Indian 
joint-stock banks which it is usual to class under one head. 
As a matter of fact. Indian joint-stock banks do not conform 
to*one homogeneous type but reveal certain divergences of 
aims and objects or economic environment which it should 
be one of our main objects to study. The present chapter 
is devoted to the study of these three constituents but in 
the case of the last, it covors very largely those leading 
banks for which information is easily available.* 

I 

STRUCTURE OF,LI^ILmES 
Ca^tal and Reserves 

The <n>pi tal and reserves • of a bank perform a dual 
function. Th^ searve as a guarantee fund to the creditors 

•RefefWi* throorfioiit SecUon I la Trtto Xin Md XIV Mdto 

Impettal TaUmIX to XH. - 
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' of a 0 ince in case of failiil^ loss^ must in the first 

UiiMancQ f||l on capital and reserves. To that extend a high 
^proportion of capital and reserves i$ the basis of public 
confidence in a bax^ Secondly,- th^ lonm the fixed part 
of the resources of aptbank and as such may be found useful 
certain types bf investments for which e^ier borrowed 
r^urctt are not deemed so eligible. 

V "^o a ^rtain ext«it, the size of the general reserve and, 
' according to circumstance^, of ^)ecial reserves |aiy, is a 
bdtt^ index to the strength and stability of a bt^Hhan 
eDpi paid capital. For, the building up of a large reserve 
0 ^ 1 ^ a period of time is itself a record of the profit making 
i^^acily^ and therefore the success of a bank. Taken with 
efividend distributed, it is a proof of prudent and 
cautious .management. 

.flSiis proportion is the outcome of diverse factors. They 
n^ij^ be stati^ in general terms as — ^Bank Policy; Ranking 
La^; i^nk*Amalgamations; Caus» influencing the nor- 
mal size of deposits; Monetary changes vdiich ensue in 
appreciable ixMation or deflation and which, thoiigh they 
ad; oh deposits, are so impm^nt that they deserve a sepa- 
rate place in our analysis. > 

.^H^be banks themselves have it in their power to fix this 
{^portion by estimating the volume of business they aim 
at or aqnre to build and raising their capital accordingly. 
It has been a s^ous and well-founded complaint against 
Iqiflan banks that many of them start on their career with 
capital which is altogether insignificant for the type of 
busUiesp and responsibilities which a bank is l^ld to 
- uiadtttali^ The more flagrant type of abuse has no^ been 
p^siiibit^ by tite In^an Company Law of 1936 which 
pipscribei a minimum capital of Rs. 50,000 and a statutory 
aditumulation of reserves so as to raise the owned funds 
bK a furdiel’^ 50,000 in » ^ort period. 

* growth of banks whether by natural expansion or 
aiibalgaaiuidon tmids to lower the ratio of capital and 
ri|iarve8L Boonoimies of large scale are to a certain extoit 
as much evident in banking as elsewhere. Growth in size 
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attract c^nfidei^ and oinfidence attracts resources and 
so on in ^ endtess dmin^ The move expensive st^ at ih^ 
top is either utilised mofo intensively or, as in the case of 
amalgamations, rendered partially superfluous. Ilie Ifcsd'' 
profltable«J^ranches or lines of ^business can now be closed > 
and the work passed on to exis^g organisation. In die' 
case of amalgamations, there is the further factor that the 
absorbing bank which is as a rule the bigger one offerslts- 
shares which have a greater market value in exchange fof 
the isigied capital of the smaller bank. There takes place in 
this way a reduction in the amount of the nominal £apitat 
added to the capital of the bigger bank. Sometimes, indeed,, 
amalgamations take place by discharging the scares df the-* 
small bank ia cash or by the allotment of Government ’ 
stock.* 


The proportion under discussion depends as much on the 
absolute size of deposits as the absolute size of capital ancL 
reserves. It is within the discretion of banks to determine*, 
at least initially, the size of the latter. But the factors 
which iDpuence the size of the former are very largely- 
beyond ^ef power of the banks to determine. 

Holland is a very arresting example of how a high pro- 
portion may be the outcome, not of the largeness of capital, 
and reserves, but of the relative smallness of deposits. In ’ 
Indi% also, iactors are at work which on the balance tend to , 
keep down the volume of deposits. Ignorance and illiteracy 
make the cheque habit the exception rather than the rule. 
Hoarding or direct investment whether in industries or 
money-lending is preferred to the use of banks as custodians- 
or intermediaries. Postal money orders are a more* common.' 
medium of transfer of funds while postal cash certifleat^. 
and postal savings accounts attract not a small part of the/ 
sa^qngs of the commimity. Hence^ the volume of deposits,#-. 

♦ influence of till* factor in well illufitrated in the cane of the Britinli banking nynleni« 

^ Unitad Kiagdom ^ 

imPt 1910 1024 1919 1022 1990 1999: 


Proportion of Capital and Reserve to Deposits 

ai^ Notes (indudinfl Bank of Bnsland) 10.8 12.8 0.7 8.0 


7.0 7.0 


Do. Do. (Ex^udiiifr Do. Do.) 9.9 

Baaken^ jjtonuioe Managers and AgeaUMagasine. 


8.0 7.2 8.4 7..8 

actobrrl989r pp. 518*514 


M. B. T. 9 


f 
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small as it is in relatitm to the areA and population of the 
flduntr^ tends to be small also in ^relation to ^e ci^tal 
structure of basdcs. 

No fietor we have analysed till now can compare in its 
jbaportan^, however, with inflationary or deftatimiary 
mov^ents and the rise and fall of prices. In such times, 
capital and reserves remain unchanged while the volume 
Of'deposits is subject to large and rapid* alterations. Even 
Itrhen flirther capital is called and profits diverted into 
-ireservtt, the aggregate is hardly able to keep pad^ with 
inflation. Whoi inflation ultimately gives way to its defla- 
, tionary sequel, bank-failures and net withdrawals of cash 
are the only factors exerting to bring deposits into some 
adjustment with- the fixed capital structure. The more usual 
course of events is that the proportion falls in times of 
rising prices and remains steady in times of falling prices. 
The uncertainties of inflation and deflation, their uncertain 
degree, duration, etc., make bank managements naturally 
unwilling to imdertake in such times any hasty alterations 
in the fixed capital structures of banks. 

The force of this factor is well illustrated by the. banking 
,systems of those counrties which have passed through great 
ipflationeuy and deflationary phases. In France, the pre- 
war ratio of 20 per cent, fell to 8 per cent, by 1929, i.e. till 
' the currency stabilisation of 1928. In Germany, the pre- 
. war ratio of 30 per cent deteriorated to 8 per cent. by«1929. 
Many other countries show evidence of tiie operation of the 
same forces — although not on the same scale.* 

The slow progress of the banking habit and growth of 
deposits in Ihe nineteenth century in India has beeai already 
* secMided elsewhere.f Ev^ the Presidency Banks, with all 
^fhe prestige of Government to support them, found it neces- 
^ wery to depoid for a substantkil part of their working 
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resources <m their capital and reserves. As high as 86 per 
cent, and moxe of their private deposits in 1870, dieir 
capital and reserves ware still 30.2 to 43.2 per cent of 
deposits during the interesting episode of the nineties. 

The present ratio of the Imperial Bank is partly the out- 
come of the great inflation of war years. Before the first 
world war, the ratio used to be in the neighbourhood of 20 
par cent, and even above. Huit war with its grave inflation 
caused a rapid fall till it was less than 10 per cent by 1920. 
The increase of capital in the amalgamation of 1921 on the 
one hand and the great expansion of deposits cons^uent 
on the creation of its 100 statutory branches on the other 
seem on the whole to have balanced each other at a steady 
level of about* 13 to 14 per cent. The great deflation of post- 
1929 years has not affected this proportion. 

In a growing banldng system, the factor which influences 
the proportion most is naturally the growth of deposits 
caused by expansion of branches or new places of operation. 
The Allahabad Bank of India,- the oldest among existing 
'Indian** joint-stock banks, had a capital of 3 lakhs in 1870, 
when the Presidency Banks had a capital and reserves of 
361 lakhs. In 1870, i.e., 5 years after its establishment, the 
proportion of owned to borrowed resources was as high 
as 78 per cent. With the growth of deposits, the proportion 
fell to 22.8 in 1880 and by the turn of the century, it dimi- 
nished to a mere 6.5 pa: cent. The Punjab National Bank 
was launched in the middle of the remartoble nineties with 
capital and reserves which 'amounted ,to less than 2 lakhs 
only by 1900. At that time, the proportion stood at 14.1 
per cent. 

In the early years of their career, just before the first 
wcvld war, the Big Five of Indian joint-stock banks main- 
tained a ratio of 12 pa: cent. This ratio is best understood 
in li^t of the previous hisfory of Indian joint-atock 
banks of A Class in, which they are included. Till 1906, 
whoi the Swaderiii movement "became active, these banks 
had a ratio between 16 and 18 per cent. The 

Swaderiii wave, reinforced by steadily rising prices, caused 
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an increase in deposits and lowered the ratio to less than 
11 per cent, in 1910. In 1912, the year before the banking 
crisis broke out, the ratio of the Big Five was 12.8. 

During the drst world war, extension of branches and 
inflation acted together to affect this ratio adversely. In 
the case of Class A banks, the ratio fell from 14.5 per cent, 
in 1915 to 12.9 per centi in 1919. The figures for the Big 
Five are 19.3 and 10.6 j>er cent, in spite of substantial addi- 
Ucms to their capital and reserves in the closing years of the 
war.* • 

t 

The steady defiation of 1922-29 was more than counter- 
balanced by extension to new places and creation of new 
branches. Class A baiiks maintained a steady ratio of 16 
to 18 per cent. The Big Five among whom the Central 
Bank of India recorded a great accession to capital and 
reserves on its amalgamation with the Tata Industrial 
Bank, improved and maintained their level at about the 
same proportion as the Imperial Bank, viz., 13 to 14 per- 
cent. The situation changed strikingly after 1929 when 
-the great spate of expansion added so enormously to their 
deposits that the proportion fell down to 9 per cent, by 1938. 
Class A baiiks recorded a fall to about 14 per cent. 

Class B banks present an altogether different case. Insig- 
niflcent capital and reserves mean ipso f<icto insignificant 
capacity to attract deposits. It is hardly surprising that 
such banks should have to depend for their working cdpital 
more on owned than borrowed resources. Hence, the pro- 
portion, in their case has been always very high, generally 
mudi more than 30 per cent. It shows also much less fiuc- 
tuation for the simple reason that their growth is always 
mora in numbers than in size.f 

Thie gdieral drift of our analysis may be stated in this 
manner. Tlie capital an(| reserves of a banking ^stem may' 
hot be judged as adequate or inadequate on any a priori 
gin>imda. While a certoin^' minimum size may be always- 
poatiUated'as desirable on the basis of the wealth and cir> 

*S«e lip. ml SM; M9. 
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«umstances of a country, their. ratio to deposits is deter- 
mined by many factors among which the policy of Knyiir 
management is only one and by no means the most power- 
ful. Among the other factors, a high place must be assigned 
to the past history of a banking system and world-wide 
forces like inflation or deflation.' The desirable level is to 
be decided relatively to the special circumstances of each 
country and particularly, to each phase of growth. An 
effort to set up rigid standards on this subject should have 
to tak# accoimt of so many complicated and special factors 
as to make it nugatory in practice. 

There is indeed an additional factor relating to differences 
between individual banks of which we have yet to take note 
and which is no less important than others. It appears 
obvious that the protective value of capital and reserves 
should be assessed not merely by the ratio to deposit lia- 
bilities they must support but also by the liquidity or risk- 
lessness of the assets in which the deposits are invested. 
But this is true in a special sense which ought to be care- 
fully distinguished. Unlike 6ash which has to be held 
against immediate demands, capital and reserves exist as 
an assuAmce to creditors available only in the last resort. 
The liquidity or risklessness of assets held is therefore rele- 
vant here only in so far as it has a tendency to diminish 
the chance of incurring losses in the ultimate outcome. It 
would indeed be difficult to prove that the magnitude of 
losses in the long run is likely to be small in the case of 
so-called short term or liquid business as compared with 

so-called long term or non-liquid finance. 

\ 

Deposit-Liabilities of Banks* 


The bulk of the resources which a bank employs are bor- 
rowed from the public. This is indeed one of the main, if 
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not the main, diaractmstic which distinguiadies banking 
firom ordinary money-lending. The quality, character, he- 
lundour, etc., these resources are therefore an important 
idey to the interpretation of the hmer diaracter of a bank- 
ing structure. 

By &r and away the most significant fact about these 
borrowed resources is their distribution between time and 
demand deposits.* The only statistics available on this 
point felate to the Big ^^ive or Seven of Indian joint-stock 
banks and, for a few recent years, the Scheduled Banks in 
which the former are of course included. The Scheduled 
Banks represent almost 90 per cent, of the organised bank- 
ing power of the country. The Big Seven claimed in the 
same years 30 per cent, of this banking power. Figures 
relating to these banks may therefore be taken as repre- 
senting fairly general conditions in the country. 
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These figures iadicate that demand deposits formed in 
recent years more than half of total deposit-liabilities. In 
the case of our Big Five, the proportion has been a little 
less, 50 per cent, in fact. This proportion is almost as high 
as in many advanced countries like the United Kingdom, the 
United States, etc. Even though allowance has to be made 
for differences in difinitions of time and demand deposits, 
the figures are nevertheless arresting in themselves. Evi- 
dently, they demand some scrutiny for their proper inter- 
pretafion. A high proportion of demand-deposits reflects 
sometimes a highly developed banking habit. But in cer- 
tain other circumstances, as in Franpe for example, it is 
indicative merely of the smallness of time deposits. 

In the first place, the use of cheques in India is more 
or less limited to five hundred and odd towns and cities 
only. A good proportion of places with a population of 
20 thousand and over, a fair proportion of places which 
have populations between 10 and 20 thousand and a very 
few places with populations under 10,000 — ^these are the 
territorial limits of the banking habit in this country. An 
analysis of currency habits indicates how the use of notes 
and ri4>oes predominates in’ certain parts of the country 
while other means of payment are in vogue in other parts.* 
The high proportion of demand deposits in our banking 
resources is therefore representative only of a small India, 
hidden in and overshadowed by an immense India around, 
' still addicted to primitive monetary habits. 

Secondly, this high proportion seems to be only a recent 
occurrence, particularly of po8t-1929 times. It is sympto- 
matic not so much of any unusual growth of demand depo- 
sits as of an arrest in the growth of fixed deposits. Before 
the outbreak of the first world war, fixed deposits of the 
.^ig Five used to be as high as 79 per cent, and more. The 
war with its great inflation initiated a change and till 1920, 
the proportion fell with marked rapidity. The percentage 
continued stable at about 60 to 65 till 1925 but a rapid 
decline set in thereafter. Between 1926 and 1936, the fixed 

*r|p.SM.9S. 
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deposits of the Big Five nose from 30 to 34 crores only but 
d«nand>depositB mounted from 17 orores to 35 crores. 
•Several causes have been at work to diminish "'the impor- 
tance of fixed d^MSsits in the banking ^tem. 

Since 1920, Postal Accotmts and Cash Certificates have 
competed severely with fixed deposits as an alternative 
outlet for investment. Hardly l/9th of private deposits of 
all banks in 1920, they grew to be more than half in 1934. 
Apart from the confidence which post offices must always 
inspire dn a country like India, the course of interest-rates 
in post-war and particularly post-1929 years has been no 
inconsiderable factor in this development.* 

The remarkable and growing popularity of life insurance 
and preference for direct investment in stocks and deben- 
tures must tend in the same direction. Funds which used 
to appear formerly as fixed deposits now pause for a while 
as current deposits on their way to absorption in permanent 
investment. Preference for direct investments of this kind 
has been no mean factor in the surprising bulge of current 
deposits which is such a feature of the French' banking 
system. This factor is seen in operation in India on a far 
larger scale during the second world war. Demand liabili- 
ties outdistanced time liabilities till they became twice and 
then thrice as high. Land, houses, precious metals, any 
durable assets was preferred to fixed deposits. 

The relative rates obtainable on current and fixed depo- 
sists and on other forms of investment have a direct bearing 
on this distribution. In connection with the former, the 
position of short rates relatively to long rates which we 
have already emphasised in a previous chapter has an 
obvious and profound bearing on this question. The long- 
term rate was falling between 1920 and 1927 but it still 
remaituad at the high lev^l of 4:4 per cent. It rose subse- 
quently, reaching 5.7 per cept. in 1932. Throughput these 

* RatM of latoroot of Postal Baafc Aocounto. 

(I) Three plee for ooinplete Mim of Rupees five for one month upto 81-0-1804, i.e., 8}%. 
fO) Three pies Ibr complete Hum of Rupees six for one month firom 1-4-1804 to 81-6-1000 
fg) 8% per Annum from 1^7*1008. 

<4) g|% per aanutp from 1*^11-1088, 
fg) 8% per Aiiniim from 1-7-1088. 

(8) 11% per annum from 1-18-1088. 
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^'ears, rates offered on fixed deposits were unusually high 
ev^ in the case of exchange banks and the Imperial Bank 
of India. As we have recorded, the fix^ and saving depo- 
sits of the Big Five accounted fmr about 65 per cent of the 
total till 1930-61. The situation changed radically after 
1932. The long-term rate declined from 5.7 in 1932 to 3.55 in 
1938. The short rates fell even more precipitately.* From 
1931, the proportion of fixed and savings deposits for the 
Big Five began to fall steadily. By 1938, it reached the 
unprecedentedly low level of 50 per cent. 

The average size of accounts, their degrees of activity and 
the aggregate number of depositors have no doubt a direct 
bearing on the profits of banking business. They have also 
a deep significance for the strength and stability of a bank- 
ing system. To extend exploitation from classes and places 
of larger banking potentialities to those with smaller bank- 
ing potentialities is not a matter of mere economy in expen-, 
diture or technical organization. It means sometimes the 
exposure of the banking system to all irrational and tidal 
changes of moods which sway the mass of humanity. It 
is mor^ than probable that the extraordinary increase in 
the number of depositors of commercial banks between *1915 
and 1930 was no mean factor in the collapse of confidence 
which occurred in the United States in 1932-33. Saving 
depositors who are generally drawn from the strata of 
moderate incomes had alone recorded an increase from 
8im. to 41m. In a country like India, the infiltration of the 
masses into the banking system is fraught with even more 
incalculable dangers. 

Direct statistics on these matters do not exist in this 
counfty. We have noted that the proportion of places with 
banking facilities has altered very much in favour of smaller 
towns with less than 10 thousand pppulation. Since crea- 
tion of branches has been a more important factor in the 
growth of deposits than extension to new places, it must 
also fend in the direction of bringing into the orbit of 
banking system classes of smaller banking potentialities. 

•SeePlp. W-78. * 
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In his testimony before the Hilton-Young Commission, the 
Chairman of the Bwgal National Bank referred pointedly 
to the great growth in small-tized savings bmik accoimts 
which proved very expensive and troublesome to manage.* 
It is evmi more difficult to speak of the social strata Yrom 
whom OUT d^>ositors are drawn. We can merely draw on 
the impressions from time to time of leading men in the 
banking world and trust to the imagination of the reader 
to complete the picture. The Secretary of the of 

Bengal averred before the. Fowler Committee of 1898 that 
the wealthier ryots and zemindars rarely deposited their 
money in banks, t The situation had apparently changed 1 
favourably by 1911-12. In his evidence before the Cham- 
berlain Commission, the agent of the Allahabad Bank des- 
cribed Indian joint-stock banks as drawing their fluids from 
*‘the artisan, ^labu, pleader and cultivator.” While express- 
ing fears about “mushroom banks operating all over the 
country,” he described the depoidtors of respectable banks 
as professional people, doctors, lawyers, government ser- 
vants, etc.t The Chairman of the B^gal National Bank 
giving his evidence before the Hilton-Young Commission 
of 1926 r^orted that a movement from hoarding into bank- 
ing was visible even among peasants and cultivators.1[ 

II 

STRtJCTURE OF ASSETS t 


There is nothing like an ideal distribution of assets which 
holds true for all times, for all countries or even for all 

70II8-88 Evidence, Hilton^Voung Commimlon. 

The Bengal Provincial Inquiry 0>mmlttee recoidji ae follows «lth reference to the Bengal 
Circle figures of the Imperial Bank for the quinquennium ended 81 st December 1929* ‘‘Df- 
posits In ourrent accounts and fixed deposits have somewhat deoUned and those in savings 
banks have Increased during the period, kut the number of holders of current acconnts has 
increased much more than that of savings banks depcMritors. Another noticeabl feature 
is that the average amount for whitA eatA dieque is drawn has declined while the number 
of eheques draan on each account has inereased, specially after the abolition of stamp-duty 
39 ^^ See also p. 889 n. 



usiiaOy used in the analysis of assets and liabilities of banks in such 

bave to lie aceeptod with oertafo qualifications. (1) Collecting bankers are apt 

to oiedlt Cheques before the drawee baidceft nave debited them. If In order to rectify this 
double eountuig in the r*nifee for aggregate deposits eheques in course of oolleetion were 
su b tracted, the deposits in Ihnfiand, it has been estimated, win have to be reduced by 8 to 4 
per ocnt# <fi) The proper place of smt deposits with foreign banks and foreign cuxiency doea 
not yet seem to him been fixed. (8) Under a loan account fil^OOO of whioh oidy 600 have 
been availed of appear as an asset* But under an overdraw account, £400 only are sbown^aa 
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banks in the same country. The financial and economic 
structure of eadb country prescribes in a broad manner the 
character of resources which banks attract and the type of 
investments in which their funds find outlet. Within the 
limits set by the financial and economic structure, each bank 
and banking system have to strive to reach a balance, often 
a very delicate one, between , a maximum of profit and a 
maximum of liquidity and elasticity. The factors which 
undex^e the financial and economic structure are them- 
selves liable to large cyclical and secular changes .amidst 
which eternal vigilance and adaptability are the only key 
to success in banking. 


Brltteb ClMurliig Banka 
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JtfODBRN BANKING IN INDIA 


Xmiiis and Advances 

As indicated in our analysis of the structure of interest 
rates, returns on ^ort-term investment tend to be rela- 
tively more attractive than on long-term investment. This 


•conKmidif from preoiouo page 

U. S. A. 

(In peroentagef of deposits ex- inter-bank). 


Cash 


“T5SF“ 

8.6 

“!5Srr 

8.6 

1988^ 

11.6 

1984*^ 

16.7 

-rmr 

18.8 

—msr 
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, , 







Investments 


84.9 



54.7 

67.9 
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62.8 

Loans and Advances 


77.7 


85.7 

45.6 

46.6 

48.1 



MW 

8.9 

4.2 

4.4 

8.8 1 

1 .. 


.. 


* End of June National Banks. League of Nations. Commercial Banks. lOSe, p. 201 
t Annual Averages. Members-banks; Federal Reserve Bulletin. December 1988, p. 1041 
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Indian Scbadnled Banka. 


(In Percentages of deposits only). 
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9 India, Central and Allahabad only. fTheBig Fiveand Peofdes* Bank of Northern 
India. Peroentskges baaed on ounent and deposit aoeounts only and therefore relatively 
larger.— OBanldiig laqniry Comnii{tee p. 408. 


























in short loans particu- 
the. .proportioa 

]|to ■ ■; 

than in sone other oountnes. 
piiieed speak of a normal volume of 

ioans sold for banks in India. It is nf much more 

. pinctifal unpofftan^ to note the large* fluctuations which 
occur in this volunie and to seek their causes. It is prob- 
able that in these fluctuations, the relative position of short 
and Ipng rates is much less decisive than the differential 
between the two. In India, as observed already, a •change 
in the trend of long and shoi^ rates rarely takes shape as a 
reversal of the permanent relationship between them. Its 
effect is see;} largely in widening or narrowing the gap 
according as rates are tending tb be stable or moving up 
and down. In the war years 1916 and 1917, when short 
rates were rising faster than long rates, the proportion of 
loans and advances of the Big Five to their deposit-liabilities 
rose as high as 70 to 80 per cent. In the more stable years 
1922-29 when the long-rate was moving on a high plane, the 
proportion declined to 62 per cent. In the years after 1930, 
when with stagnation of trade and industry short rates 
actuall;^ ? fell below long, the percentage of loans and 
advances reached much lower levels round 40 per cent, and 
showed signs of recovery only after 1937. 


llhese figures do not convey adequately the extent to 
which banks invest in and profit by short-term loans. The 
percentages are based on figures which are not averages 
for the whole year but relate to a particular date, generally 
December end. On account of the predominance of Agri- 
culture in India, short-term finance has a highly seasonal 
character. It may, therefore, be expected that the assets 
of banks should show large fluctuations according to the 
time of the year. As a matter* of» fact, however, such a 
strongly seasonal trend holds true only of the Imperial 
Bank of India. The balance sheets of the other big joint- 
stock’ banks do not show seasonal variations which could 
be compared with those of the Imperial Bank. ^ 
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September md Mareh or April represent the two 
metremes of Ihe donand for seasonal aiwoininodation.^ 
Unfortunately, oomparative figures op this pohit are avail- 
atile only for June and December. June may be described 
as lying midway in the transition from conditions dlC 
stringency* to^ conditions of slackness while December 
re{»:es^ts the antipode of June. Altiiough the contrast 
between June and December is not as. sharp as between 
March and June, it demonstrates sufficieitiy the point at 
issue. 

In the two five yearly periods of 1921-25 and 1926-30, 
the proportion of cash to deposits between the months of 
June and Dec^nber idiows as large a variation as 15 and 
11 per cent, in the case of the Imperial Bapk. For four 
among tiie Big Five, the variation is barely 2 to 3 per 
cent. It is only with the onset of the depression and stag- 
nation of 1931-35 that the Imperial Bank has a cash-ratio 
as stable as those of other banks. 

The reverse side of the picture is represented in the 
movements of Loans, Advances and Bills. For the first two 
periods, the advances of the Imperial Bank show aii aver- 
. age increase in the proportion of the order of 14 and 11 per 
cent, for the month of December against corresponding 
counterbalancing movements in cash. The movement in the 
case of the other banks are small and insignificant. In all 
cases, investments move independently of changes in cash 
or advances ratios and record a definite secular trend irres- 
^pective of seasonal conditions. The significance of this point 
Will be elaborated presently. 

We have observed above that loans and advances o|||^dian 
bafiks do not bear a much higher proportion to their d^>oslt 
Babihties than elsewhere, t This suggests that the exploita- 
tkm of die profitability of short-tmn investmmt is impeded 
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either by the shortage of credit-worthy borrowers or by the 
attractiveiiess of some other forms of investments. A. 
paucity of borrowers who are willing and able to offer 
security acceptable to banks is not a problem special to 
India. It is the other factor which requires analysis here. 

The profitability of short term loans in India, which we 
have analysed elsewhere, is an average profitability. The 
lender who is eager to rea^ the high returns of the busy 
season has to take into account the risk that his average 
profit may fall very much if the slack season fall of rates 
should turn out severer than expected. Investments in time 
loans, renewable according to circumstances, offer a lucra- 
tive alternative whose steady returns are not an inadequate 
compensation^ for loss liquidity. The rates on such loans 
nre stated to be about the same as in England or Scotland, 
5-5J per cent.* 

Secondly, in discussing the proportion of loans and 
advances to total deposits, we must note that the attraction 
of short-term, seasonal loans is not the same to all banks. 
If seai^onal loans are more profitable than equally safe long- 
term loans, there are other kinds of loans which rank higher 
in profitability than even seasonal loans. Mortgage loans 
offer a 43^e which is least shiftable and at the same time 
most lucrative. In the absence of mortgage institutions, 
many banks in this country, there is groimd to believe, are 
tempted into this field. The high proportion of fixed 
deposits and among them a high proportion of those fixed 
for one or two years or even longer may be an inducement 
to such loans. This seems to explain how even in the post- 
Crisis yciars 1931-1936, certain banks, e.g., the Punjab 
National Bank and the Allahabad Bank of Incfia, carry loans 
and advances at the surprisingly hi^ level of about 60 
per cent. 

According to the law relating to balance sheets in 
Bidia, loans and advances of banks may be analysed under 

ibree heads. . ^ 

The first by fer the most impwrtant head is “secured 
debts.” The diaraeter of these secured loans is made clear 

♦ r ii miiih i lnn. Tnl *T Ap p e aSIcw. p. <1*. 
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11^ are grouped uoder the various kin^ of security- 
in vogue in this country. The following classification is 
sufficiently representative of conditions in different parts 
of India. 

Loans against Gold, bullion & jewelry. 

,, „ * Government obligations. 

„ Shares etc. of joint-stock Cos. 

„ „ Commodities, e. g paddy, piece-goods, coal, tur- 

meric, cotton, groimd-nut, oil, etc. 

„ „ Real estate — ^municipal, agricultural. 

„ ,, Loans against own fixed deposits. r 

The' proportions in which total loans and advances are- 
distributed over these sub-heads furnish a fair index to the 
activities and character of a bank. Smaller and less known 
banks will show sometimes as much as 40 to 50 per cent, of 
their loans and advances against gold, bullion and jewelry, 
a clear proof that they have not moved much further away 
from money-lendm:s* or pawn-brokers’ business. It was 
not unusual before the World War II to find the average 
amount of such loans falling below Rs. 50, the margins as 
high as SO per cent, the actual security consisting largely 
of trinkets, the rates charged varying between 7 ^ to 12 per 
cent. The bigger banks deal of course with quite 
different clientele. Bombay with its great and unique 
Bullion Exchange offers great scope for loans against gold 
and silver bars. The margins in this case are small and 
aggregate loans rim into big figures. The closer a l^jank 
approximates to banking business proper, the higher is the 
proportion of loans against commodities. 

Real estate is apt to be the Achilles’ heel of many banks 
in India. The changes in the proportions of ''fixed assets*^ 
qaay be taken as indicative of the trend, if not the extent, 
of loans against real estate, urban and agricultiural. Recmit 
events Oig., in the United S^tes in 1932-34 have proved the 
dang^^us jnstobility of vulu^ of this asset. Of the aggre- 
gate increase in the assets of commercial banks tetween 
18I2I-SI9, (merthird into investments, one-half into 

security loanSi one-fff^ mto real estate loans. But in the 
aipazing collapse which foUowed, urban ];eal estate proved 
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I3ie doom of tiie banking system, and these loans, the most 
Intractable head in the balance sheets. 

The second head unfler Loans and Advances is '^unsecured 
debts.** These are composed of advances against tradei 
biUs, clean advances and finally advances which are clean 
but supported by the guarantee of persons other than the 
borrower himself. The volume of trade-bills should ordi- 
narily be an excellent index to the liquidity of a bank and, 
according to the area in whidi the bank operates, is apt to 
be as, important as and sometimes even more important 
than the advances against commodities. But the quality 
of the portfolio must in actual practice depend on the cha- 
racter and financial status of the parties to such bills. It is 
not unusual ip the case of many small banks to find that 
most of the bills in the portfolio are made or endorsed by 
the same few parties and the average value of the bills does 
not exceed a few hundred rupees — sometimes indeed not 
even one or two hundred rupees. 

Finally, we arrive at the head *'bad and doubtful debts** 
or decreed debts. As pointed out elsewhere the balance 
sheets of banks can least afford to be frank and precise on 
this pp||Qt. The big banks as a matter of prestige or 
accounting practice rarely ^ow any figures imder this 
head. The smaller or less well managed banks show them 
more or less fully only when their difficulties have become 
pub^c knowledge or they have made up their minds to 
return to the paths of virtue. Sometimes, one stumbles on 
a bank which actually claims to have over-estimated its 
bad and doubtful debts by as much as 30 per cent, just to 
forestall the clamour of shareholders for dividends. 

Funds included in the omnibus head *Tjoans and Ad- 
vances** are offered under three forms: cash credits, demand 
loans or overdrafts, and loans.* These forms of accom- 
modatioh deserve attention not onlsf as points of banking 
technique but also because they offer another illustratton 
of ffie etomal economic problfim of reconciling liquidity 
and profitability. The practical significance of this ques* 

• F>. SM-ir. 

K. B. X. W . . 



tkm is well revealed by the strikiiig contrasts disdosed in 
the balance sheets of individual baaJcs. The. Bank of India 
and eQ)edally, the Bank of Baroda returned framerly a 
larger volume of assets under loans than undo: cash credits 
and overdrafts but are satisfied in recent years with an 
proximate* equality between the two. The Imperial Bank 
of India shows a regular predominance of cash credits and 
overdrafts over loans. The most arresting example is the 
Allahabad Bank of India whidi does not seem to cultivate 
loans much but has consistently a volume of cash^ credits 
and overdrafts four to five times as large. 

Banks must adapt themselves to the business offering in 
the areas of their operation or, as in the case of the Imperial 
Bank before 1934, allowed by law. But witlw these limits, 
banks can and do infiuence the quality and composition of 
their assets by means of differential interest rates, margins, 
facilities and concessions as regards insurance of stocks, etc. 
From the standpoint of banks, cash credits suffer from 
certain drawbacks, notably the uncertainty of the extent 
to which funds l^t may actually be availed of and the low 
interest rate obtained. But cash credits mean also large 
amounts, the personal security of men of large financial 
status and short duration of the relationship ranging from 
2 to 6 months. Overdrafts are more suitable for lendings 
of medium size and fetch a higher rate of interest. In a 
financial centre like Bombay, with its Stock Exchange and 
other markets, the security for overdrafts in their order of 
importance will be stocks and shares, Government obliga- 
tions, personal credit, etc. Loans show a greater variation 
in size and continue for a longer duration, which, however, 
rarely extends beyond one year, Government obligations, 
real estate, stocks and shares are in the order of mention 
more suitable security for this form of lending. Cash cre- 
dits and overdrafts are Invariably used for trade and busi- 
TWMMf but loans are raised not infrequently for non-trading 
purposes as welL Beak estate, ornaments and rarely 
Gov^Finhent obligations are in the latter case the common 
eecutity jdfered. 
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After cash, loans to the money market are regarded in all 
•advanced banking systems as the next best protection of 
/liquidity/ They htve the advantage over cash that they 
earn some return. In London, the rates on call-loans and 
discounts tend to fall almost as low as deposit rates. In tibe 
United States, rates on call-loans and loans on short-term 
Government obligations are generally below the Federal 
Reserve discount rate which represmits the price banks have 
to pay fer funds from the F. R. System. Rates on commer- 
cial paper and time loans to the stock exchanges are*well 
above the F. R. Bank Rate. 

Loans to the money market fall under three categories — 
call loans to tMb bill market, call and time loans to stock- 
exchanges, and finally loans between the banks themselves. 
The extent to which the available volume of short-term 
funds is used for one purpose or another has itself a deep 
significance for the economy of a country no less than for 
the stability and character of a banking system. 

It is generally presumed that the creation of bills and a 
bill market in India is a {ure-requisite of a sound commercial 
and centsfel banking system. As a preliminary step, there- 
fore, it is necessary to estimate the potentialities of such a 
development in our present conditions. Three questions 
have to be answered in order to reach conclusions on this 
points In the first place, it is necessary to ascertain the basic 
conditions which give rise to bills and the extent to which 
they are present in this country. Secondly, we have to 
inquire how far the existence of bills implies automatically 
the services of brokers and dealers to deal in them. Finally, 
the causes and the extent of Uie desire of banks either to 
Invest their resources in bills or offer their funds for busi- 
ness in bills have to be taken account of. 

(1) It is a self-evident principle *of%ll exchange that no 
place or country can in the kmg run buy more than it sells. 
But because of territorial specialisation in production and 
the consequent roundaboutness of trade, the equality of 



credits and debits may not hold gb^ as ijetween two 
ciflc places or with reference to any particular spam of time. 
Whdn a trade in biUs develops, i.e., these titles to 4^ts are 
concentrated in a few hands, debits owed to whomsoever 
In the udde world can be used to satisfy credits in favour of 
persons in the same place. Apart from rendering unneces- 
sary hi this manner movements of currency or gold to and 
fro, bills as objective expressions of the need for funds en- 
able temporary surpluses in certain places to be employed 
to meet temporary needs of other places. A bill mflrket thus 
serves to equalise the how of capital over space or time and 
thus prevent wide fluctuations in interest-rates. 

The need to offset credits and debits w)^ich ensues from 
the indirectness of all modem trade is common to India and 
all other countries. But territorial disparities in the supplies 
and needs of working capital caused by the seasonal factor 
are of such outstanding importance in this country that some 
description of their working may not be out of place. 

When the Rangoon rice crop matures, advances in antici- 
pation of di^osal have to be made to the Burman cultivator 
from December to March. Cotton seeds and eazly wheat 
of Bombay and Karachi and the spring crops of Northern 
bidia which are the staples of trade in the great markets 
of Lahore and Cawnpore require to be flnanced in the same 
manner between November to March and between April to 
May respectively. The Calcutta jute crop has its demand 
for j^muice concentrated from July to October.* Of course, 
the quicker the transport of goods and disposal to the flnal 
consumer, the less is the burden of holding stocks and 
financing. So far as dom^tic consumption is concerned, 
agriculturists and non-agriculturists have perforce to share 
the burden of holding stocks till such time as their depletion 
makes room for the oqtput of the next season. 

^^'fbe aggregate oi funds to be paid to the producers or in 
other words, the value qf stocks to be h^d in anticipatioiT 
of ii^e dcsnimd of consumers runs into large figures. 30 to 
40 per cent of the total value of cotton crops raised in cer- 

* Ri|MM of M CoiMbniller of 
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lt|ln areas and estimated at 10 to 16 crores was reported in 


financed by the Imperial Bank, Government treasuries, cur- 
rency railed out of the currency oflB.ce and that imported by 
pri^te agency. In the case of jute, out of a crop valued 
between 50 to 55 crores in the late twenties, Government 
treasuries and the Imperial Bank alone are estimated to 
have financed something like 30 to 40 per cent. 


While a bill market may 8«:ve as a valuable connecting 
link between credits and debits and between areas of surplus 
and deficit capital, it is by no means the only intermediary 
available for the purpose. As banks have grown and ex- 
tended their branches far and wide, they have tended to 
supplant the domestic bill market in many countries. His- 
torically, it will be found that bill markets have establishctd 
themselves in those times when banks were highly localised 
in their business or in those countries where branch bank- 
ing is not allowed by law. In India, there are as yet no 
restrictions on the creation of branches. Direct discounts 
and collection of bills by bank branches must therefore 
militate against the rise of a bill market on the scale fa- 
miliar in yome other countries. 

As for bills themselves, they serve no doubt as an excel- 
lent basis for the grant of credit. A bill is in itself only a 
legal evidence of indebtedness between persons but its ex- 
cellenoe as an instrument of financing trade and commerce 
lies in three important qualities-— its simplicity, the short 
and definite period within which it matures and the gua- 
rantees of the acceptor, drawer and endorser attached to it. 
When a seller of goods wants immediate payment for the 
furtherance of his business but the buyer miist have time 
to dispose of the goods, other parsons or institutions are glad 
to step in and discount the bill, i.e., make the required 
advance on it witii due deduction fer fpterest. 

It is dear that the bill will have its vogue as the basis 
-of credit only so long as other forms of advances do not 
jarove cheaper and safer. As a matter of fact there has been 
a rehent tendency to prefer the overdraft to the bill as a 
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Bilans of raising finance from banks. Trora. a purely logical^ 
point of view, there is no reason why the overdraft sho uld * 
involve more formalities or be less certain of repayment on 
an appointed day or have less dependable security behind it 
t h a n a bill. Apart from incidental expenses like stamp duty, 
a<x:ept<nr*s co mmi ss i on, taxes, etc., it lies in the power of the- 
banks themselves to decide whether one form of advance- 
shall be cheapo than the other according to the rates they 
quote. 

• 

(2) There will still remain some scope for bills and a 
bill market. Many traders lack the requisite s tanding with 
banks to have overdraft facilities or to draw bills which 
may be directly discounted. Such traders •find in bills as 
compared with bank-guarantees a more convenient docu- 
ment on which a third party, the bill-broker, may be 
induced for a modest commission to add his guarantee by 
endorsement and which may thus be made acceptable to< 
banks. . 

To the function of bill broking, pure and simple, the bill 
brokers find it necessary and profitable to add another 
function, that of the dealer in bills. For banks are not 
always able or willing to take up all bills on offer. They 
insist on high quality and have a special interest in those 
bills which are admissible for rediscoimt at the central 
banks. Besides, according aa the surplus of fun^ they 
have varied, they vary also the quantities and maturities 
of the bills they discount. This means that there must 
exist a bill-market which holds on the one hand quantities 
of bills which fall short of banking standards or exceed the 
tem^rary needs of banka and on the other, judges, grades 
and classifies bills so as to supply at short notice parcels of 
bUls which conform exactly to bank requirements. For 
reasons of economy^ the bill-broker pr^ers to act as ^ 
holder of such stocks also. 

(S) To discharge the function of biU-dealer efficiently, 
the i^kor-dealers must have adequate funds to meet all 
the viiyiDg pha^ iff the trade. They can and do engage- 
fn bhsiness with their own funds. But as in all other 
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trades^ temporary iMeds of working cajdtal have to be met 
with temporary funds, hi other words, efficient trading in 
trills presiq>poses ability to rMse funds, when required, at 
rates which are sufficiently below the market rate of dis> 
count to give an adequate profit margin to the dealers. In 
many coimtries, loans to the stodk exchai^es are so much 
more attractive that banks are unwilling to place any large 
volume of funds ^ the bill market.* For quite different 
reasons, it is probable that banks in India have no such 
surplus fimds to lend fur this purpose. In India, the surplus 
of bank funds when available is a seasonal and not a steady 
surplus. Even when banks seek bills for themselves, they 
naturally prefer those which mature at specific busy times 
of the year and the volume of such bills is inevitably very 
limited. 

Even in these circumstances, more funds could be released 
for the bill business if banks were enabled to lower their 
cash ratios. But this is feasible only when funds placed in 
the money market can be withdrawn or replaced with 
funds from some other source. The bill market, on its 
part, could grow only if thm-e is a dependable supply of 
funds from one somce or another and at rates which enable 
steady business. 

Till the recent establishment of the Reserve Bank of India, 
the^only alternative source of such funds was the Imperial 
Bank of India. Unfortunately, commercial banks in India 
have been inclined by tradition to look oh the Imperial Bank 
more as a competitor than as a friend in need. Public 
rumour also was apt to associate aid from such a rival with 
embarrassment and difficulties rather than normal banking 
operations.t Tbe banks had even a grievance against the 
Imperial Bank in its alleged privileged position which 
enabled' it, according to them, to jundercut its rivals. 

• Aoooidtnir to the law in France, aecnritief pleiiired for loan* cannot be gold ® 

notioe of 7 daya. Thia proves naturally an oneroua condition for call Inane. Bcndci, «ic 
pefBonal element in the rmatloiitl^ betwm banker and customer In Ffanoe make the oourtier 
t.a»t broker less necessary. • 

In the U* S. A. the prevalenoe of unit bankitjir flhould nmke the Wll marlwt a vrfoaMe 
aMdhnn tor proper distribution of bank risks and capital. But the ^ 

poirerftil p rival tor loanable toads and it Is to be sero bow tor re^t JesmlrestricUons on 
epeoi^tive loans to the stock cndiafiffiee reaOy rdease tonds tor the bill market. 
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!l%ue In^perial Bank on ite part tpcrib: a cranmerda^ view 
of its poution and never sought to define the relationship 
between its rate for demand Igans aiul its hundi rate.* 
hundi rate was sometimes higher and sometimes lower than 
the other rate. No discrimination in rates was made in 
favour of bank-endorsed bills as compared with bills 
endorsed by private parties. It is no surprise that in these 
circumstances banks preferred to raise demand loans against 
securities since the period at least for which a loan is to 
run is within their discretion. * 

With the establishment of the Reserve Bank of India, the 
situation may now be expected to change in an important 
manner. With the lure of profits out of its wa^^, the Reserve 
Bank can devote itself to the creation of .a stable and well- 
articulated rates-structure. By maintaining an appropriate 
margin between the discount-rate and the loan-rate, it may 
give a powerful stimulus to the desire of banks to acquire 
bills and bring into existence an outside market in bills. 

But although direct investment by banks m bills might 
stimulate the creation of bills, it is doubtful whether banks 
will be inclined to offer loans to brokers and dealers for 
such business. Since under our arrangements, banks are 
to have direct discount facilities at the Reserve Bank, they 
have much less need of loans to. the money-market recall- 
able at short-notice. London banks feel such need because 
on account of historical circiunstances, they have no difect 
but only an indirect access to the Bank of England th'rou^ 
bill-brokers and discount houses. Indian banks will natu- 
rally prefer to absorb for themselves as large a quantity of 
bills as possible — taking care to maintain a large proportion 
of rediscoimtable bills. In other words, Ihe market for 
bills which are not bankable or are in excess of what the 
banks can absorb seems to have a doubtful future in this 
countJ^, , • * 

Ihe bill of exchange in the form of hundi has been 
known ^d used in this country from times immemorial. 
Several ix^eny of them of recent origin, have how- 

*FlhC8;n«-}l. 
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«ver retanM and evesn. diminished Ihe growdi ^ this most 
valuable instrument of comm^oe and credit. 

• 

In the first place, the mudatti hundi or usance bUl has 
become a very expensive instrument of finance on account 
of heavy stamp duties which Governments have imposed 
in the interests of revenue. C^culations show that the 
levy may vary from | p^ cent, and more to anything like 
3 to 4 per cent. even. It is reported from Bihar and Orissa, 
Assam and other provinces that the mudatti hundi has 
almost disappeared from use while in the proving of Bom* 
bay, the cities of Bombay and Shikarpur, which are the 
native places of the indigenous bankers dealing in bUls, 
alone retain it in their affections. Bengal is perhaps the 
only important province in which the mudatti hundi is still 
in common use. Everywhere else the darshani hundi or 
demand draft which is on a par with promissory notes in 
regard to stamp duties and pays only \ per cent, has taken 
its place. With the quick means of transport, the darshani 
hundi is obviously of little use for the grant of short term 
credit. , 

In the second place, the free negotiability of a hundi is 
apt to TO much restricted by certain conditions which are 
attached to it by usage. As a conditional document, it does 
not then fall within the definition of a bill of exchange 
in the Negotiable Instruments Act. Three classes of 
hunfiis may be distinguished in this connection. The sah* 
jog or shah-jog hundi is so-called because it is payable 
only to a shah, i.e. payable only after ascertaining the 
respectability, title and address of the payee. Although, 
as in Bombay, the shah condition may be increasingly 
ignored in practice, its presence cannot but limit its legal 
capacity to circulate. The ^ah-jog hundi is in most 
common use in Bombay, Bengal, ^Central Provinces, Bihar 
and Orissa, etc. The second class of lUiis indigenous instru* 
ment of finance consists of jokhmi hundis which are to be 
sometimes met with in B^gal *but are not found at all ib^ 
cra:tain other provinces like Bihar and Orissa. In the jokfami 
fiundi, the ^awer or the holder of the hundi apd not ffie 
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is requiri^ to bear loss in case of destruction or 
damajse to the goods whidi gave rise to the ^aper. Finally 
we have got in this country the Dlumi-jog hundi which 
corieqKaids to the true bill of exchange. The dhani i.e. 
the party to whom the hundi is payable means in this case 
the holder. With the exception of Assam where it ie 
usually known as hundi-jog and is in very common use, no 
^ ci|her province reports more than a very infrequent appear- 
- inice of this instrument. 

» r 

Local variations from these well-established and well- 
khown forms, tending either to retard or facilitate their 
circulation, are to be noted here and there. The shroffs 
of Bombay have attempted to overcome the disadvantages 
of conditional hiuidis by introducing a class of bearer 
instruments described as dekhadnar-jog hundis, i.e., himdis 
payable to him who presents. Its circulation is however 
limited to Bombay and Gujarat where the Gujarathi shroffs- 
are present in large numbers. Firman-jog hundis i.e.. 
instruments payable to firman or order were also tried but 
have failed to establish themselves. Far in the South, the 
great banking caste of Nattukkottai Chettiyars use a sight 
bill called nadappu vaddi hundis. These are so called 
^.because they are discountable at the nadappu rate — ^the 
rate fixed by Nagarathas on ffie 16th of each Tamil month 
at Madras and Rangoon. This variable rate is itself a 
difficulty when banks are approached to discount them.* 

In the third place, there is nothing on the face of a hundi 
to indicate whether it is a trade Inll arising out of a genuine 
deal in goods or mere accommodation or finance paper. No 
'dbcumoits of any kind, whether railway receipts, ware- 
house receipts, etc., are attached. In Bengal and the United 
Provinces, hundis serve almost always as a means to* 
Sorrow., In Bihar and Orissa, as much as 37 per cent, of 
the rendttance busing was found in the thirties to be 
\^ecuted by means of hundis. The Nattukkottai Chettiyars 
Jn Madras use this paper very largely for purposes of 

* In htuidiei. the drswer end noeeptor efe Identical i.e.* there are only two par* 

tiei to the hnridL 

Hmdiw av^dm#n in tripHciate. TIm Bnt oopy it known at “kboka’% ttie teoond aa 
*paitii’* and tiw thM •'panniaM^** 
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accommodation and remittance in their widely .^qpread! 
business in Burma, Ceylon, Strait Settlements, e^ An 
advance on a hundi is thus generally an advance on the 
personal credit of the parties. 

In ^ite of th^e difBculties, the high specialisation 
achieved in this business by a few castes and communities 
has made the hundi the prime and most ancient instrument 
of finance in this country. The Marwaris are almost! in' 
entile possession of the field in Bengal and Assam whiles 
in Bihar and Orissa they share the trade with Clujaratis 
and Kachis. In Bombay, Gujarati, Marwari and hlultani 
or Shikarpuri shroffs share the honours equally and are 
organised in their respective associations.* In Madras, the 
Nattukkottai Chettiyars who are estimated to employ as 
much as Rs. 50 crores of their own capital in the banking 
business have to face competition from Marwaris and to a 
much less extent, Multanis and Kullidiakurchi Brahmana 
of Tinnevelly. In many places, as in the United Provinces' 
and Bihar and Orissa, some of these people act as brokers 
pure and simple in the capacity of dalals or sarafs. 

Thi strong ties of caste and community tend on the other 
hand to isolate the himdi market from the general modem . 
market for short term funds. The Nattukkottai Chetti- 
yars raise some thavanai or fixed deposits for periods of 
2*to 3 months and, at their nadappu rates, some current 
deposits as well. Rates offered by them are as a rule 
higher than those of joint-stock banks. Multanis accept 
little deposits. When in need, they apply to their native 
place, Shikarpur. The Marwaris are even less inclined to 
approach the outside market for deposits. In the province 
of Bombay, except for the capital city and the bigger 
cities, the busy season is met vary largely by inter-shroff 
borrowing which significantly eftough is cheaper than 
borrowing from banks. 

As for the practice of discounting, in most places in tb®^ 
country the payee when a merchant, rarely discoimts. 

• Dnrinc Sie aeaaon vt IQST, Midtaai difoa to BomlMr eitWtoted to liw* ImmS 

w«D over 11 erom in the besaar* • 



indigenous bankers resort to lAmks more frequently, 
lb i^i^bay and the bigger places in the province, diroflEs 
rei^enish themselves at.th^ banks by means of either 
pirdmissory notes of two approved shroffis or by re-dis- 
count of hundis. In a place like Cawnpore, discounting and 
re-disfcounting in tiie native bill market are more common. 

The extension of bank branches, restricted urgency of 
loa^ to the bill market, lack of standardization,* etc., are 
several other factors which limit the future ^owth of a 
market ip domestic bills. For similar reasons, crea^on 
of large quantities of foreign trade bills also appears to 
have only a limited future. Vast distances, natural obstacles 
to full and accurate information, etc., make the intervention 
of a bill and discount market even more advantageous in 
this field. But in the absence of a large maritime trade, 
a world-wide network of financial and economic service, 
such as England has, the. basis for foreign bills must be 
relatively slender. As our more exhaustive analysis of this 
subject in another section will show, the sterling bill and 
op^ators in sterling bills, namely, the exchange banks, 
control the whole field of foreign trade finance. 


Just at present, the volume of bill-discounts is very insig^ 
nificant in India. In 1928, the five leading Indian joint-stock 
banks held bills of domestic origin to the extent of 7.1 per 
cent, of th^ aggregate deposits. For Indian Scheduled 
Banks which include the Imperial Bank and exclude ex- 
change banks with their high specialization in foreign trade 
bills, the percentages for the three years 1935-37 were 3.2, 
5.0 and 5J9 respectively. 

The volume of bills discounted fiuctuates much according 
to the coiurse of prices and trade. The figures compiled for 
the Big ihive or Big Sevoi of Indian joint-stock banks 
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dcanonsirate tills very dourly. Before and during ^ 
early part of .the first world war, the proportion of bUls 
discounted to their deposits was 15 per cent, and even more. 
In the later stages of the war, dislocation of foreign trade, 
exchange restrictions, etc., caused a steep shrinfeagf in 
foreign trade bills and consequently in that portion d 
our domestic bills which are meant to finance the move* 
ments of our goods from the interior to the ports. The 
tendency to shrinkage continued steadily even after the 
wa» and by 1929, their proportion had fallen from about 
10 per cent in 1919-20 to about 6 per emit The collapse of 
prices and trade in 1929-30 caused an immediate contrac- 
tion to about 3 per cent, and after still further deterioration, 
the proportion recovered to 3i pmr cent only by 1937. 

ITie Imperial Bank which participates on a larger scale 
in shoxft-tejrm seasonal accommodation shows paraUel 
movements although on a higher plane. As hi^ as 20 
per cent in 1914, the proportion stood at about 12-13 per 
cent during the war. It fluctuated much in the next few 
years but* reached higher levels just before the crisis. The 
crisis affected the Bank most, the proportimi was only 2.4 
in 19^3, recovering thereafter to more than 6 and 7 per cent 
by 1937-38. 

Indeed it is a matter for speculation whether this asset, 
so well beloved of bankers, will ever again assert its old 
quantitative importance. Forces of a more permanent 
character than the course of trade and prices are actios 
in retarding the recovery of bills to them old levels. In 
many countries, ndtably in the United States, industry 
now prefo’s to finance itself by direct appeals to the capitaF 
market , instead of bills floated against its assets in general. 
Movements are on foot in many countries to ^Uminate the 
wholesale merchant and as ernwy intermediate stages ^ 
between producer and consumer as possible. The seller 
instei^ of drawing a bill on the buyer is inclined to throw 
the burden of arranging the finance on him and the bi^er 
pr^ers to create an overdraft at his bank which e t ia h toi 
him to extinguish the debt by instahnents and thus tfttvf ^ 
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in interest charges. The more frequent use of telegraphic 
transfers *tends in the same direction, i.e., narrowing the 
basis for creation of bills. It is true that some of these 
forces have not yet become visible in this country and 
others are operating but weakly. Sooner or later, however, 
changes occurring in the finance of foreign trade are sure 
to affect the volume of domestic bilb also, the two opera- 
tions of financing trade between the interior and ports and 
between ports and foreign countries being indissolubly 
linked.* 


Although ordinary commercial biUs as outlet for short- 
term investment seem destined not to recover their pre- 
war importance, anotiier kind of bill has greatly grown 
in volume in post-war years. These are treasury biUs which 
are now issued both by central and provincial Governments 
and in which the Reserve Bank, ordinal banks, Govern- 
ments, commercial bodies, etc., find an excellent lodgement 
for their temporary surpluses. But while treasury biUs 
offer all the advantages of liquidity, specific maturity, etc., 
th^ do not require any grading or further endorsement 
to enhance their security. The banks can therefore tender 
for them directly. In other words, no elaborate machinery 
of a bill and discount market is necessary in their case. 
The importance of treasury bilb as a factor in the money 
market may be inferred from the fact that the total of 
treasury bilb outstanding with the public, the Rese^ 
'ftank and Provincial Governments and Burma stood at 
JEfes. '31, 28.54, 38.01 and 46.30 crores at the end of the official 
years 1935-36 to 1938-39. These figures mi^t be compared 
^(fith the year-end holdings of ordinary bilb of the Imperial 
Bhnk and four of the Big Five (the Punjab National Bank 
being excluded) which were Rs. 6.4, 8.4 and 7.6 crores for 
the years 1936 to 1938. Even if these holdings readied their 
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pre<cn8is {ffopoctiini to deponts, the volume xoust still be 
-oomparatiy^ small. The importance of tiie treasury bill 
es a factor in the money market has been recogni^ by 
the Reserve Bank which has intimated to the 
banks its willingness to purchase from them Central Gov- 
ernment treasury bills of currency up to three at 

fine rates on the current tender rates. The banks have' 
naturally been encouraged to invest in treasury bills and 
to make use of this facility at the Reserve Bank. 

We<have examined the nature of call loans and the rates 
charged on theid in our chapter on Structure of Interest- 
rates.* The other important use of short-term loans to the 
money market relates to dealings on stock exchanges. The 
nature and dffect of loans for this purpose as inter- 
bank loans are analysed elsewhere. 

Investments 

Banks invest a proportion of their resources in Govern- 
ment and non-Govemment securities partly as a source of 
steady income and partly as a means to raise cash when 
required. From the latter standpoint Government securities 
are preferred as being less liable to depreciation. Even 
amoi^ Government securities, short-dated ones obviously 
give ^tter protection from fluctuations in value. Under 
banking conditions such as obtain in India where scheduled 
bm^ have to depend more on loans against purities than 
■on discoiints at the Central Bank, the definition of securities 
eligible as coUater^ for loans must exercise a powerful- 
influence on the choice of investments by banks.t 

The relative importance of investments differs from one 
banking system to another according to the availability of 
alternative, outlets for funds and relative position of short 
smd long rates. Investments of British clearing banks 
which have access to the largest mopey market of the world 
have rarely reached 30 per cent, of deposits and are usua^ 
^ Vwll below 25 per cent._ Before the outbreak of the flwt 
world war, a much smaller proportion somewhere in 
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jMpl>olli^ood iS p& cent, ina the unimritteii role. Ibe 
- ot spacSal institutions for iong-tenm finance in 

lienee and an^^ scope for shoit-t^mn investments aS disK 
; #Hmis or loans to the stodc exdianges in France and 
Holland reduce investments almost to insignificance ' in 
these eoiintrtes. The heterogeneous and scattered banking 
atructuxe of the United States and its great dependtmee on 
local business and interests appear to make investmoits a 
great necessity there. In India, limited scope for invrat* 
. xnents in bills or loans to the mon^ market is an important 
factor' in making the more liquid and realisable securities 
* c»gerly sought by banka 

'nie relative position of short and long rates and more 
particularly, cyclical trends in rates and security valuea 
cause marked cyclical and secular changes in investments. 
Wben the long rate was expected to rise and securities 
to depreciate in the early years of the first world war, 
investments of the Big Five sank below 8 per coit.* Widen- 
ing differentials between short and long rates and enor- 
mous pressure for short-term accommodation made invest-, 
ments even less attractive. Hie burden of maintaining the 
values of Gk>vemment securities fell on the Imperial Bank 
which continued to maintain its securities at the high le\'el 
of 20 per cent. Investments of the Big Five began to mount 
slowly in the later stages of the War when the xiifferential 
began to narrow and Government issued its vast termin- 
able loans. As the long-term rate fell steadily from SJ2 
per cent, in 1921 to 4.4 in 1927, both the Big Five and the 
Imperial Bank., hastened to profit from these appreciating 
Investinents. By 1928, the Imperial Bank reached a per- 
centage of 27.4 but the Big Five recorded the much higher 
lev^ of 45 per cent. When Ihe approach of the crisis ini- 
tiated a stiffening of rates which continued till 1932, there 
some hesitation aqd even a desire to reduce the volume. 
iTM- proportion of Government securities shows a tendency 
m deeiihe. l^t ^ abandonment of the gold standard' in 
ai«d linking of the rupee to sterling brou^t 
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about a dramatic change; the long rate fell steeply ftmn« 
5.7 in 1932 to 3,5 in 1936 and short rates collapsed mudi 
more. The Big S^ve staged a recovery but they had already 
' moved into Securities in the period of faUing long rate 
between 1921-28 to such an extent that despite a further 
ccdlapse in loans, advances and bills, the scope for furth^ 
loading of securities was limited: As pointed out in 
section,* they were now inclined to develop certain other 
lines o| investment. The position of the Imperial Bany 
was different. It has not suffered in the pr&-crisis 
years so much as other banks in its short-term , 
business and it had not loaded itself with securities 
to their extent. But now, deprived of its mainstay 
of' short-term laiccommodation to which its charter con- 
fined, it, the Imperial Bank added to its securities quickly 
till it reached 66 per cent, by 1936. In a single year, 1929-30^ 
the proportion increased by 14 and in another turning 
point year 1932-33 it made another stride by 15. 

Naturally, Indian joint stock banks differ among them- 
selves in the extent to which, in order to meet these 
vicissitudes, th^ have rung the changes on their invest- 
ments. ^The Bank of India and the Bank of Baroda which 
pursue a stricter policy of short term finance have con- 
ten^d themselves with a moderate and steady volume of 
investments. The Central Bank of India and the Allahabad 
Bank have made more frequent and larger changes in this 
class of assets, the former largely as an alternative to cash. 
The Indian Bank does not find investments more attractive 
than the re-lending business it has developed through the 
medium of the Chetties, the premier money-lenders and 
indigenous bankers of the South. The Punjab National 
Bank does not find its assets sufficiently elastic to perzmt 
much cyclical or secular adaptation of investment. Since 
1936, incalculable factors of war and politics began to exert 
themselves on the banking situation and a general though* 

* 8«ft pp. 147*«5. . 
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^ioiaewiuit hesitant tand^cy to leduce investments made 
itself visible.* 

Our tnevious analjrsis doss not support the general belief 
that Indian banks invest a disproportionate part of their 
mources in government securities. On the contrary, their 
il^vjSStinents show a commendable degree of elasticity pnd 
hai ii l il bllt ty according to circumstances. The present high 
government securities is not peculiar to the Indian 
system as such. It has been a widely observed 
‘**jfeature of banking in many parts of the world. WitH the. 
IweMmt relative position of short and long rat^, no oiher 
policy could commend itself to banks.f It may be that 
•elasticity and adaptability of investment policies in' India 
relates to a larger volume on the whole than is found in 
other countries. But it must be borne in mind that th^se 
countries have as a rule a second line of protection. a^r« 
cash in their call loans to Uie bill markets or the stock 
exchanges. 

It is not easy to make out how far the low level of loans 
and advances befoiie the second world war reflects cyclical, 
conditions which are bound to pass away and how far it* is 
part of a secular tendency to contraction and fore- 
shado*wed a fundamental change in the methods of finance. 
The falling volume of loans, advances and discounts sug> 
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that the suhseque^ecdla^ ia an aggravltSoD ^ 

el a.de^rooted tr^d. The bank^g s^^ateid was therdEoee 
confrcmte^ with a moif pecmanent problem, viz.» how to 
xeplaee this time-hohou^ asset with some ofhor wwthy 
<of its traditional place in the banking system. For the time 
being, the void was filled very largely with goveminettt 
aeciirities. Unless banks are content to become in^esHemt 
trujBtSi however, a rise in the short rates and long rites 
might have caused a disgorging of securities and revive the 
of alternative outlets. With the outbreak of the 
second ' world war, the pressure of surplus funds- , 
iimlted outlets has temporarily disappeared and tl]^ pre- 
war ^oblem perhaps stands postponed.* 

Chie or two«of the Big Five, have always held a^shoall 
proportion of their funds in Improvement Trust, Port Trust, 
*and Municipal Bonds. Only two among them make a sepa- 
rate return. Their proportion was 4 per cent, in but 
has 'risen well above it recently. A much more significant 
'development has been the changed attitude towards indus- 
' try. Four of the Big Five have increased their proportion 
jdf funds invested in debentures, shares and stocks of joint 
-.stock companies. Two per cent, only of deposits in 192^ 
the level stood in 1938 at about 5i per cent. The implica- 
tions of this tend^cy are examined in the following section 
of. this chapter. 

'C|^ 


Banks seek safety partly in highly shiftable assets liksT 
loans to the bill and money markets and partly in actual 
•cash. The cash ratio of Indian banks as a whole is gene- 
rally much higher than in the United States or in Englai^e, 
British Banks adhere to a ratio of approxiniately 10 
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" odnt. from which cmly* moderate departures take place from 
^me to time. Ihe cash ratio tends to average to the same 
level in the United States but fluctuations round the aver- 
age are apt to be much wid^. Between 1929-37, United 
States ratio has moved betwemi a substantial margin of 8.6i 
per cent.^'^o 16.7 per cent. The relatively low cash ratio of 
British clearing banks is easily explained by the in^rtant 
place which call and short loans occupy in the assets. The 
lower cash ratios of the United States are perhaps justified, 
by the large volume of call-loans offered by banka to the 
atock 'exchange. Perhaps, the country which is most simi- 
lar to Iftdia in this respect is France where about 20 per 
cent, is the normal ratio. The need for such a high propor- 
tion is explained largely by the extent to which coins and: 
notes rather than cheques are used in ordinary transac- 
tions. But there also exist important differences between' 
France and India which deserve careful notice. jSanking 
in India is concentrated in a few large urban and industrial, 
centres where the cheque habit is much more developed 
than elsewhere. In France, banking facilities have been 
carried to the remotest villages which makes need of cash 
much more urgent. The situation is partly remedied by 
the fact that, in France, the scope for loans and advances is 
very limited while the habit of creating bills for even small 
transactions furnishes banks with a liquid asset which they 
can always use at the Bank of France or otherwisp tq 
replenish their cash. 

Among Indian banks themselves, cash-ratios ^diow quite 
remarkable disparities. These disparities are partly due to 
poli^ and partly to the extent and character of the regions 
they serve. Banks which like the Bank of India confine 
tiieir operations to a few large urban and industrial centres 
are always able to show a relatively more liquid position, 
^her banks like the Imperial Bank, the Central Bank of 
i^dia, .Bank of Allahabad, etc., which either belong to or * 
have spread into the smaller places and the countryside, 
6ho;w large variations in their cash-ratios. Some of them 
"adhere strictly to short t^m finance while others venture 
into mortgage or long-term business. The persistentiy low 
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cash-ratios of the Punjab Ifational BaiUc,even in times of 
stagnation after 1930 indicates a large participation in long 
term business. Hie Imperial Bank which by its charter or 
inherited practice is confined to short term business shows 
hi^ but fiuctuating ratios. Other banks lie between these 
extremes inclined largely to short term business but parti- 
cipating to a fair extent in long term business as welL* 


Fixed Aasetsf 

Fixed assets consist of immovable properties like bank 
premis&, etc. and the equipment of the offices. Obviously, 
they are incidental acquisitions and not an integral part of 
the business of banks as such. But several factors are apt 
to invest these assets with more importance than their 
intrinsic affinity to banking could justify. Many times, 
these assets fall into the possession of banks .unsought be- 
cause they formed the security of loans which have not 
been repaid. In the second place, it is a practice with 
many banks to undervalue them as a device for creating 
hidden reserves. On the other hand, .many banks find in 
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iii^ a sni^^ IpssM or bad debts. I>bir 

.}Wb^ rettsons this iteon in bblance-sheete deserves 
scrutiny than it would otherwise attra^ 

\ The disparities in the ratios of fixed assets are indeed 
a^markable. The Coitral Bank which acquired the impos- 
iiig prembes of the Tata Industrial Bank shows a substan- 
tial ratio. But banks like the Bank of India which depend 
very largely on hired premises naturally show much lesa 
significant ratios. More remarkable and suggestive than 
these disparities is the tendency of some banks iike the 
Ihinjdb National Bank to show an increasing ratio from year 
to year. 


Oilitt Services of Banks in India 
Besides the collection of temporary savings and their* 
investmoit, banks in India engage in many other services 
some of which are cognate to banking while others are 
essentially non-banking in character. The years after the 
first world war witnessed a remarkable expansion of such 
non4)anking activities in most coimtries. The impelling 
motive is the substi^tion of impersonal and therefore dis 7 
interested agency of banks in the place of individuals like 
solicitors brokers who offer no doubt the advantage of 
greater adaptability and informality but cannot be expect- 
ed to be always above self-mterest. As the custodian of all 
financial interests, the banker indeed bids fair to take his 
place alongside the trinity of the family doctor, priest^ and 
lawyer.* 


As disewhere, banks in India undertake transfer of funds- 


telegraphic transfer or demand draft as required. Each 
bank makes a minimum charge for the purpose — about 4 
■nnag per cent, while, for larger amounts, favourable rates 
are quoted. The scheduled banks make use without charge 
of the agency of the Reserve Bank which in its turn makes: 
use of the Imperial Baxfk and its numerous branches and 


pay-offices. 


* Hie bank-MttUifer in tbe moftiall to reeogntoed even in India as an important i 
of looal ■oototy and hto aolivitleg are i^t to extend mueh bemnd hto offloisjl narrow igdiere. 
It appear* to nave been quite an ordinary ooourrence early in the preeent oentury to be celled 
^ In to draw up will* and to eettle petty matrimonial equabblee. Indian banks have yet to- 
‘ the value ci eodal oontaots.outskle Ibxinal banking relations on the part of their 

k a. 0— -.ItoBUil*. 
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Many banks receive valtlabie.artic]es >wihether ornainents, 
securities, etc., for safe custody and have built modem 
vaults for the piupose.* The usefulness of such services in 
a country like India where people hold such a large part of 
their savings in precious metals and stones hardly needs 
any emphasis. 

Many banks undertake to buy and sell shares, stocks, etc., 
on account of their customers. Advice on investment is a 
natural incident of such activities and banks employ suit- 
able staff for this purpose. It cannot be said that banks 
have yet made any systematic efforts to build up this busi- 
ness to the full possible extent. As pointed out elsewhere, f 
there is every advantage in banks replacing the individual 
broker in as large a part of this business as possible. In 
order to facilitate this development, the rules of our stock 
exchanges should be amended so as to permit at least 
scheduled banks to become members of these institutions. 
Many of our brokers could then find employment as salaried 
officers of banks and be freed from the temptation of offer- 
ing any advice but what should conduce to the welfare of 
the clientele. New floatations would not then find their 
course as easy as at present since a bank’s support, although 
very decisive, will be obtainable only when the bank has 
carefully scrutinised the position and satisfied itself on all 
relevant points. The customer also will not have to pay a 
double conunission as at present on the ground that the 
bank has to put through its business throu^ a regular 
broker. 


Some of the more respectable banks have also ventured 
into executor and trustee work. The execution of will^ 
is made a very difficult task in India by the complicated 
personal laws of each community and the proneness of 
parties to evade wills in their own interests by collusion. 


* Baiiy to the ptwent century, the “ itrong roqpi ” of » bank to Qnetta 
legiiiMiitel plate tor safe eustody waa a mere lean to batli 

an armed guard at night whudi was oompoeed of a dozen wild Pathani armed with anowit 

nnzBleloaden and without any ammu^Uon. No ammunition wai known to havcoeen 

•iqiplied cither within living memory 1 People, however, teem have l^n mow hoMt 

then tl^ now. It ia recorded now in Simla, a peon about 18 yeara old ewiW 

Bengal with a dheque of Ra. 50,000, ooUeot 50 m^lanMiu eoolleu ti^ t^ 

place a bag oontaimng Ra. 1,000 on each head and then lead the proceaaion to the payee oaa% 

wtfiMmt My guud «Ml wltlKNit soy llayaithxm. 


t Chapta XI. 
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Jifore laoi^table is the st^te of administration of trusts 
M favour of widows, minors and charitable objects. The 
Sgency of banks for these purposes has an advantage 
which no other private agency can offer. Unfortunately, 
the work involves great costs and when banker’s costs are 
added to ordinary legal costs, the facility is heirdly worth- 
while for* any but big estates. Larger social ends may 
more than justify a lightening of legal charges when 
execution of wills and administration of trusts are sought 
to be put through the medium of banks. The banks on 
their part have also yet to make efforts to organise their 
work on a basis more suitable to the means and circum- 
stances of this country. 

It is difficult to estimate or describe how far each Indian 
bank takes a share in the variety of services which modern 
banks offer to the public. The introduction of home safes 
to encoiurage thrift and of night safes for the convenience 
of traders and others who come into possession of cash 
after ordinary banking hours; the extended payment of 
salaries, on behalf of public authorities and other customers 
by crediting employees’ bsmking accounts; similar arrange- 
ments in respect of interest and dividends, avoiding the dis- 
tribution of individual warrants; payments for customers 
under “standing orders’’; payment of trading accounts for 
customers— these are some examples of service which 
banks offer according to circumstances. As a distingui^ed 
banker observed not long ago, banks have in essence be- 
come a labour-saving device with the added advantage of 
guaranteeing secuiily. 

Smaller Banks 

The foregoing analysis of the strucfrre of assets and 
liabilities of banks is based on the balance sheets of the 
biggest seven or eight an^ong Indian joint stock banks and, 
for the last three or four years, the consolidated balance 
sheets of all scheduled banks. Of the aggregate resources 
of banks which have paid-up capital and reserves of Rs. 1 
lakh and more, the scheduled banks account for about 90 
to 95 per cent. 
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Still, by their number and territorial jurisdiction, if not 
by their resources, the other twenty-five smaller scheduled 
banks and the non-scheduled Class B banks equal in 
importance the big scheduled banks. We have noted that 
they are responsible for banking facilities in as many more 
places as are covered by the bigger banks and that they 
claim as many, if not more, bank office and branches.* 
In addition to these banks, we have also to bear in mind 
the 525 and odd banks which have a paid-up capital and 
reservq of less than Rs. 1 lakh.f 

The problem of small, banks deserves more accurate 
analysis, if not sympathy, than has been usually bestowed 
on it till now. The situation must be appreciated against 
its proper background of varied territorial, economic and 
demographic conditions such as few countries in the world 
can show. The savings which these banks attract are not 
the savings which the bigger particularly, metropolitan 
banks will care to run after. The financial needs which 
they supply are probably such most modern banks will 
consider as outside their proper purview. The case for 
investigation becomes more obvious when it is realized that 
these smaller banks lie midway between the moneylenders 
and indigenous banker on the one hand and the big modem 
bank on the other. If the moneylender and indigenous 
banker cannot be abrogated, then the small bank deserves 
to conserved and improved as a possible bridge leading 
the country from the older credit agencies and practices to 
modern banking as such. At the very least, when an opi- 
nion is offered thkt small banks should be discouraged or 
persuaded to amalgamate with the bigger banks, it deserv- 
ed to be considered whether the void will be covered by the 
old, antiquated agencies or by the new and better credit 
institutions or will be allowed to remain a void. 

To illustrate these remarks we» present as specimens the 
life history and working of two smaller scheduled banks 
which for obvious reasons may be allowed to remain 
incognito. • 

* Cbmptet m, n>. !•: 34; S6; SS. 

t Pp. 84-85. • 



iidMdr iir mbnx 

Bank X 

Hie Bank X was established in 1932 and in 1934, its paid- 
up capital and reserves were still under Rs. 5 lakhs and its- 
deposits under Rs. 45 lakhs. It had then created 12 
branches which gave it resources amounting on an avm’age 
to 4.15 lakhs per branch. In 1934, it was able to pay a divi- 
dend of 7i per cent. 

The bank was a product of the unusual monetary condi- 
tions which ensued in the wake of the Great Dep^pssion. 
Banks,, whether old or new, were seized with a contagious 
enthusiasm for expansion and the Bank X was no- 
exception. 
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It will be observed that paid-up capital and reserves were 
at first doubled and in the year of crisis, 1938, trebled. 
Deposits grew but only as branches multiplied with the 
result that resources per branch hardly showed any im- 
provement. In the crisis of 1938, when the Travancore- 
National and Quilon Bank collapsed, deposits flowed out 
fast and as many as 8 of the less promising branches kad 
to be closed down in the very next year. 

The structure of assets by itself gives indeed little cause 
for criticism. 
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ft But one must look behind the balance sheets and take 
hito account the economic environment of such smaller 
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banks. In a of low interest rates like 1936, when the 
frice ot 3i per cent government security stood at par, this 
bank was raising 12 months deposits at a rate ol Ah per cent. 
It was not till 1940 that it reduced this rate to 31 per cent* 
Like other small banks, it accepted deposits for 24 and 36 
months also at still higher rates. Its savings account rate 
was stable at 4 per cent. If the composition of deposits were 
available, it will no doubt show the preponderance of fixed 
accounts over curroit and the average amount per account 
at appfi'eciably low levels. 

• 

These high deposit rates and the effort to maintain a 
large number of branches with a small volume of resources 
per branch mean inevitably a search for business which is- 
correspondingly lucrative. It is not surprising that the 
bank’s rate for advances varied between 74 to 9 per cent, 
giving a generous margin out of which its high deposit 
rates, the expenditure of its numerous branches and a 
steady dividend of 6 per cent have been maintained. 

The distribution of its loans and advances according to 
security gives us an insight into the working of factors we 
have already commented on above. 

^ Percentage to Total Loana. 






1980 

1040 

Usual Margins, 

Bullion and Gold ... 

... ... 



18.0 

0.9 


G<»vt. Obligations ... 

... ... 





10% 

Jt.4ltock Co. shares and stocks ... 



5.1 

5.8 

80 to 40% 

Commodities 

... ..• 



88.0 

46.1 

SStoSS % 

Real Estate . ... 

... ... 



18.2 

16.2 


Own Deposits 

... ... 



6.6 

5.0 


dean Advances 

... ... 



5.6 

4.8 


Clean but under guarantee 



82.1 

15.0 


Bad and Doubtful 

... ... 







If the average size of the different classes of advances- 
were available, it wiU no doubt show itself very small under 
the first head and at a figure nearer to 5 thousand than Ifi 
thousand against commodities. *Tbe sizes of other loana 
will range themselves between these two extremes. 

Bank Y 

The Bank Y is one of the few banking entef^, 
prises in this country which were launched as^private con* 
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cerns initially and have managed to survive long enough 
to see great days. Founded in 1899, it was still a small bank 
with less than Rs. 5 lakhs as owned and borrowed resources 
m 1913 when it was converted into a joint stock company. 
Th4 First World War brought prosperity and with prospe- 
rity, came ambition to expand. By 1920, the owned and 
borrowed resources were well above a quarter crore while 
its branches numbered 10. Till the onset of the Depression, 
progress was uninterrupted and the landmark of Rs. 1 
crore was well within sight by 1928 when its b:^anches 
numbered i6 with an average volume of resources per 
branch almost 5 lakhs. 

Exploitation of public concerns for the advancement 'of 
the family and relatives is not an evil fecial to India as 
such but a fundamental bane of all capitalism. Unfortu- 
nately, the evil is much aggravated in this country by the 
fact that beyond the family is the caste and sub-caste; and 
beyond the caste and sub-caste extends the sect; and beyond 
the sect, lies the community first of language and then of 
religion. The outcome is a regular welter of preference 
and exclusiveness in which merit and qualifications hardly 
count and public interests are invariably sacrificed. 

At an advanced age, the founder of the bank who as 
manager had received by 1930 a not ungenerous comii^s- 
sion 2 1/3 lakhs in the aggregate, seems to have been 
seized with solicitude for his family and relatives. His son 
v/as appointed to the key post of manager at the Metro- 
politan branch and his relatives found their way to other 
posts. There ensued then years of wilful neglect and utter 
carelessness on the. part of the then management. The 
chief executive officer of the bank, the secretary, received 
a salary of Rs.- 100 per pionth and as usual looked about for 
other means to supplement his income. The son and the 
secretary advanced the funds of the bank lavishly to all 
^nd sundry and although bad debts to the extent of 12^ 
lakhs were reported from tiie metropolis alone, no steps 
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were taken to check the deterioration. The old father 
who continued as Manager till 193i3 was either unable or 
unwilling to exercise proper supervision and check abuse. 
Instead, the balance sheet of 1938 pleaded in picturesque 
language as follows. *‘Many of our constituents once con- 
sidered to be men of means and standing were seen to be 
hopelessly involved and ready' to take the benefit of the 
Insolvency Act. From many of them, we are still collect- 
ing our dues; but they are coming by driblets. It looks as if 
the whole coimtry is gone poor.” 

The decline had begun in a gradual but unmisfakable 
manner. Deposits which had reached the high water-mark 
of 81 lakhs in 1928 fell to 64 lakhs in 1929 and 21i lakhs by 
1934. A new management at this stage made resolute 
efforts to set the bank on its feet again. The capital of 
bank was reduced in 1935 from more than 15i lakhs to less 
than 8 lakhs, the reserve of 4 lakhs was practically wiped 
out and thus bad debts of more than 10 lakhs were written 
off during 1935-39. As a further precaution, bad and 
doubtful debentures were^ even over-estimated just to dis- 
courage share holders from clamouring for dividends. 

In 1^40, deposits fell to 10 lakhs which included staff 
securities and provident fund. Of the 15 branches in exis- 
tence only 5 reported deposits of over Rs. 50,000 while 
others showed them at varying figures between 4 to 47 
thousands. 

The bank had been paying the highest deposit rates 
among the scheduled banks. In 1934, it paid a rate of 5 
per cent for 6 months' deposits and 6 per cent, on 24 months* 
deposits. In 1939 and 1940, its rate on 12 months, deposits 
was 4 . to 4J per cent. Similar rates were offered on other 
deposits. Its savings account rate was 4^ per cent in 1934 
and only imder pressure was it reduced to 2i per cent in 
1939. 

In 1940, when the bank reached its nadir and the bulk of 
the deposits had disappeared, the surviving deposit struc- 
ture still revealed the governing conditions of its business. 
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The ismallness of individual current and savings accounts 
•calls for no special comments, llie average size of 12 
months* accoimts which furnished much more than half of 
fixed deposits reveals itself as considerably less than 
Us. 800. 

The general structure of the assets of the bank has stood 
at different dates as follows. 
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With the outflow of deposits^ the capital and reserve struc- 
ture betrays unhealtiiy inflation while the cash ratio is 
unable to recover and continues low. Loans and advances 
could not be liquidated pari passu with the outflow#of de- 
posits and immovable properties proved, as is to be expect- 
ed, a disturbing head. ,Even in these days of decline, crea- 
tion of branches offered the only means of buttressing the 
deposits which meant no pr(^ts for the shareholders. 

V It had to seek or encourage business in consonance with 
its deposits rates and deposit structure. 
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Advances against gold and bullion are obviously advances 
against ornaments and trinkets. These account for the bulk 
of loans and” advances and when taken with the average 
aize of the loans clearly indicates a large clientele of small 
people. Loans against real estate and clean but guaranteed 
advances convey the same tale. Trade-bills, the second 
largest item in the list, are for small amounts. Advances 
against commodities which disclose medium sized borrowers 
do not aggregate to much, the effect probably, of competi- 
tion of other and more powerful banks. Bad and doubtful 
debts and decreed debts reveal by their large proportions 
the qiiality of the clientele among whom the bank works 
and finds its being. 

*The figures of three consecutive years during which a 
local crisis aggravated the decline of the bank illustrate the 
difficulties of such banks in adverse weather. With the 
fall in deposits, bad, doubtful and decreed debts tend natu- 
rally to become a larger and larger proportion of the whole. 
The advances under Gold and Bullion and guaranteed do 
not prove easy to liquidate. The only encouraging feature 
in the situation is the apparent ability of the bank to pre- 
vent advances against real estate t>ecoming a larger pro- 
portion of the whole. 

The following table summarises the broad facts concerfi- 
ing all non-scheduled banks. . 
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* Of these, only 418 are covered in the axinlyeisr 
t Of theie, only 5265 are covered in the analyiis. 


Deposit structure of Non>scheduled Banks 


(December 81st). 



Number 

of 

Banka. 

Total 

Depoeite 

(l^e). 

Average 
Demand 
Deposit 
per bank. 
(000s). 

Average 
Time 
Deposit 
per bank. 
(OOOs). 

Average 

Deposits 

per 

bank. 

(0008). 

Average 

Cash 

per bank. 
(OOOs). 

Cash 
per cent, 
of 

Deposita. 

1088 

626 

1641 

61 

186 

246 

17 

6.8 

1080 

660 

1505 

78 

166 

289 

17 

6.0 


604 

1674 

87 

100 

277 

22 

7.0 

1041 

601 

1068 


208 

826 

27 

8.4 

1042 

534 

2464 


264 

461 


10.7 

1948 

(April) 

657 

8802 


815 

508 


1Q.0 


The proportion of capital and reserves of Class B banks. 
to their deposits has always been strikingly high. In recent 
5rears, it has continued to be as high as 27 to 28 per cent. 
It is obvious that this merely indicates their incapacity to 
attract deposits on the scale of other bigger banks. It will 
be recalled that their growth has bera generally growtli 
in numbers and not in '^average sizd.* In 1936y their capital 
and reserves averaged to about 2 lakhs per bank and their 
4q>osits to a little more than 7 lakhs.. 

• P. 19 
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With borrowed resources limited in tlds mann», their 
i.^4^p]oymeat of funds has to seek avenues which yield gene> 
fous inrafits rather than conform to accepted standards of 
liquidity, etc. As much as 88 cent, of their deposits is 
returned as invested in bills and loans which are as a 
rule the most lucrative assets in the balance sheets of banks. 
That such a high proportion should hold true of years of 
such exceptionally low interest rates as the present sug- 
gests tHkt either the loans are of the more lucrative and 
therefore risky kind or they are frozen to a great extent. 
Investments in government or gilt-edged securities are 
barely 12 per oent. of deposits and in some individual cases 
they are almost non-existent. The only bright spot in the 
picture is the relatively high ratio of cash balances. 

Most of the observations suggested by facts relating to 
Class B banks hold good on ah aggravated scale for the 500 
to 600 other banks which have a paid-up capital of less than 
Rs. 1 lakh. Many of them are really more money-lending 
institutions than banks. It is probable that the average 
capital-amd revives of those banks which have capital and 
reserves between Rs. 50,000 to 1 lakh is nearer 60 thousand 
than any higher figure and their deposits, average to about 
2 lakhs. In the case of banks whose capital and reserves 
fall short of Rs. 50,000, the average capital and reserve per 
bank is only about 15 thousand rupees and the avwage 
deposits about 65 thousand. These latter banks number 477 
as against 94 only of those whose capital and reserve fall 
between Rs. 50,000 and Rs. 1 lakh. As long-term loans form 
an ai^reciable part of their business, they depend very 
largely on their own funds. Time liabilities predominate 
in an overwhelming manner in whatever deposits they are 
able to attract. The proportion bf currwit deposits seems 
to range much nearer one-quarter than one-third of tiie 
whole. It is for small banks in the smaller towns to 

M34.--1S * 
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inve their ^^poait-liabiliti^ composed almost aitirely oi 
fixed d^positsi* 

; Thdr social and economic basis pre-determines the 
character and principles of their business. Many of them 
avowedly ^st to serve the interests of particul^ castes 
rad communities or particular classes of persons like gov- 
ernment servants, etc. It is a necessary consequence of this 
as of their small capital and reserves that most of them 
are unit banks. The bigger ones among them, thpse with 
capital between Rs. 50,000 and 1 lakh for example, may 
have a few branches but their essential limitation to and 
pre-occupation with local interests -and local opinion mean 
inability to extend or adventure much beyond the outskirts 
of their home town or home province. 

V 

Since many of them exist to meet the needs of certain 
narrow communities and areas, it is inevitable that the 
porsonal element should predominate in everything. The 
bulk of funds as in the case of Class B banks flows into 
loans and advances. The need of directors and their friends 
father than impartial assessment of the merits of applicants, 
personal credit and paper security rather than tangible, 
security, these and other factors undermine the quality of 
assets held. Gilt-edged investments are either insignificant 
or in many cases do not exist at all. As Section 277L of the 
Indlsn Company Law prescribes for every non-sche<iule(^ 
company a minimum cash balance equivalent to 
Bt least i per cent, of time-liabilities and 5 per cent, of de- 


* Capital*stnicture of Non-ncheduled BobIcb. 
December 1987. 
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anand liabilities, the natural tend^icy of these te to 
Jiold as low eash as possibte undor the Act the li^t of 
these circumstcmces, it should not be surprising if most cf 
these banks are foimd in a chronic state of frozen asseto. 

We have recorded already what a large part the loan 
•ofBces of Bengal and Nidhis and Chits of the South 
hear in the credit facilities of country. While it is 
probable that the ancestry of these institutions could be 
traced to very early times, their modem history dates 
largely from post-Mutiny days. We may well conclude our 
present study with a brief description of the business and 
character of this undergrowth of our. credit structure. 

-Loan Offices of Bengal 

The loan offices of Bengal are among the many ofiEshoots 
’ of the permanent settlement which made land more valu* 
.able there than elsewhere. Although the paucity or abun« 
'dance of local money-lenders is a factor in their growth, the 
main influence determining their number and distribution 
is the productivity of land *and the ensuing demackl for 
loaiis. Zemindars and superior classes of holders of land 
•oompos^the chief clientele of these loan offices. 

Their ni^ber at any time depends on the phase of Ihe 
agricultural cycle and is maintained very largely by new 
births which more than counterbalance their ccmtinuous 
’ mortality. Of 782 loan offices which were in existence in 
March 1929, as many as 400 were laundied after 1925-26. 
Their present number most probably exceeds 1,000.* 

Their paid-up capital is generally small. In 1929, there 
were only five, whose capital exceeded and only three whose 
capital was equal to Rs. 1 lakh. As they attract deposits, 
tte. working fund is perhaps a better index to their fi n a nci a l 
status andnitility. Of 381 loan o^as in 1929 for which 
^statistics were available, the working fund of 15 exceeded 
Rs. 10 lakhs and in the case of as many as 199, it fell below 
Rs. 50,009. The total working fund of all loan offices was. 
.-more than Rs. 9 crores. ‘ , 

* rp. 84-t8; • 
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for which d^KM^ are lardly 

ii^opoda 5 years. The bulk of deports is ctm^posed of chort 
diqpoidta whidi are payable at 1 SKaith’s notice and inter* 
meihate dc^waits whidi are repayable within 2 years. The 
n^tes offered vary between 4 to 8 per cent, as a rule. 
UnfortuiUtely, competition for deposits is sometimes very- 
keen and touting and offer of absurdly hi^ interest ratea 
are a growing practice. 

Their description of business in their memoiganda ol 
association is apt to be in the widest possible terms and 
ranges from bus traffic pure and simple to transport by aU 
mechanically constructed carriers "in land, water or air." 
Actually, the vast majority is chiefly inteiested in mort*^ 
gage loans against land and ornaments. The newer ones 
are developing loans against personal credit. There is a 
tendency also to give up the older practices of trading,. 
Zemindari, etc., and the bigger ones like Comilla, Luxmi,. 
etc., are increasing their jaroportion of liquid and purely 
bankmg business. Hie rates. charged are apt to range in 
most "leases between 12 to 18 per cent. 

The fact that the managm^t is usually vested in practis* 
ing lawyers throws a great deal of light on their nature and 
business. On the one hand, the stimulus to the growth of 
loan offices is perhaps supplied by educated unemployment- 
while^ on the other, the knowledge of lawyers regarding the 
legt^ and flnancial affairs of their clients is the essential 
basis of their business. 

IHdObds and Ghits of SonUi bidia 

The hfldhis of South India are distinguishable from oth^ 
credit institutions registered under the Company Law 
thi^ main features. Thpir share capital is paid by mont^y, 
ihstidments spread Sver a certain predetarmin^ period.. 
The paid*tcp capital is withdrawable at the end of the period 
tvhe^ the Kidhi automatically ceases to exist Finally, the 
members of the bfidhi are entitled to borrow against their' 
share capital, which is tantamount to a reduction Of ca^^tall 



f %]|4*^ti&er«fdre the eecuxi^ pi ib» creditora end is deetly 
to the law and {oindide of joint stock 
Some of the Nidids are now coming into line with the Cmn- 
pany Law on all these three major points; out of 114 exa- 
idined in 1929» eleven were reported to have adopted the 
practice of oth^ joint stock companies. 

They attract deposits. 218 out of a total of 228 in 1929 
showed a paid-up capital of 244 lakhs» deposits of 116 initha 
and smidl reserves aggregating to only 31 lakhs. Many of 
them have fixed margins for their loans~^0 per ooit 
against share capital, 90 per cent, against deposits, 50 per 
cent, against jewels, 80 to 90 per cent, against gold and 
silver, 75 per cept against goods in godowns and 90 per cent 
against government paper. That their main object was to 
meet the credit needs of the humbler folk is proved by the 
fact that the orthodox type has the same borrowing and 
lending rates. The source of profit is the fines and penalty 
interest levied oh defaults and dela3rs, and constitutes 
usually the perquisite or remuneration of the promoter and 
manager. 

Witih Cl^its, Chit Funds or Kuries of South India, we 
move fui^erest away from modem credit institutions as 
such. The promoter who is more often than not a needy 
man of straw invites members to make periodic payment 
to him over a period of time which is predetermined. Out 
of the payments received on each occasion from members, 
an advance is available to a member in either of two main 
ways. In the auction Chit, the promoter himself claims all 
the collections of the first instalment. On collection of each 
subs^uent instalment, the member who bids for the lowest 
/Umoimt receives that amoimt and the balance is distributed 
among the remaining fraternity. It is obvious that on each 
occasion, the most needy among the bidders will make sure 
of his loan by bidding for the lowest amount. In the Prize 
a fixed sum or prize is drawn by lot and the balance 
is duposed of in the same manner as above. When a 
member has once made a successful bid or drawn a prize. 



dvops out of all subsequant lnda or draws and tbua 
one la aanired of his turn. It is dear that while the fomiN: 
iype of diits may be described as "useful institutians which, 
have arisen under conditions of defective credit arrange^ 
ments* mdiorbitant interest rates and faulty communic&-' 
tions,”* the latter is nothing of a credit institution but a 
mere lottery. Two grave defects vitiate all diits. The 
amounts received ultimately by members must vary in an 
arbitrary manner. What is more serious, once a member 
or particularly a promoter has received his amount he has 
every inducement to wish and intrigue for a premature^ 
demium of the Chit. The Madras Banking Ebiquiry Com* 
mittee were perfectly justified in their conclusion that **no 
attmnpt should be made to foster their development if they* 
diow signs of dying a natural death.” 

in 

BANKS AND INDUSTRIAL FINANCE 

An industrial or commercial enterprise has a double 
financial problem. It has to raise adequate permanent 
capital to finance its fixed assets and to obtain temporary or 
sdusonal credits, either of a self-liquidating character or to 
be r^aid by a subsequent issue of<>more permanent capital.. 
In so feur as minimum stocks of finished goods or raw mate-^ 
rials, etc., have to be maintained to assure smooth, unmter-^ 
rt:^ted working of an ^terpiise, these must be incfuded 
among fixed assets and therefore financed out of permanent 
capitid. 

Major Industries 

It is the traditional sphere of commercial banks to supply 
working capital to industries out of their short-term d€po- 
^ts. It is difficult to ji^dge how far the Imp^al Bank and 
joint stock' banks are able to render adequate 
aadstance of tlds kind. The main major industries 
financed in this mauner are jute, cotton, iron and steel, 
siii^r cement, coal, engineering construction, and a few 
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I oilliRS of less s^fnifiGanc^ Hie eiM>niu>uS but compensator]!^ 

^ variations in the cash and advances of the Tmpi>riBl 
whudi follow closely change in the agricultural 
; seem to indicate that steady but continuously revolvmg 
advances such as these industries need do not form a large 
" part of its assets. It concentrates more on seasonal move- 
ments of crops and raw-materials and less on the working 
capital requirements of industry. The advances of TnHiaw 
, joint stock banks which dp no show any seasonal trend 
are presumably used for financing of the self-liquidating 
but ever-rmiewed needs of industry. * 

Complaints mdde before the Banking Inquiry Committee 
on this subject may be presumed to throw some light on 
the existing sifuation. It was alleged that in making loans, 
banks are vdlling to take account only of tangible and easily 
realisable assets like stock, etc., but not of block capital. 
They are not inclined to offer loans on personal credit and 
character although the offer of mere promissory notes en- 
ables them to include such loans in their balance sheets 
under the head '^secured loans’*. Margins as large as 30 
per cent, and much more are claimed and enforced against 
tangibl|| and realisable assets. Many banks do not maintain 
thp expett and technical staff required for a proper evalua- 
tion of assets and to that extent industry does not obtain 
the full advantage of its security. The rates charged are 
allele to be more than industry can bear. 

Medium-sized and Small Enterprises 
It is much more certain that our commercial banks have 
not proved very useful in meeting the short-term require- 
ments of medium-sized and sniall enterprises. These 
industries are scattered far and wide all over the country 
and in the aggregate are as important, if not indeed more 
important, a factor in our national economy as the above 
mentioned major industries. They include rice, flour and 
oil milling, sugar refining, lac manufacture, mica mining, 
cigarette and sUk manufacture, cotton ginning and cleaningj * 
tea growing and manufacture, glass manufacture^ brass and 



imd leather indusii^^^ 

ahd embroidery industry; etc. M^y of these 
Intid^^ are rqpicnted as languishing for lack of adequate 
Usance or unreasonably high rates they have to pay for 
ishat dhaoM from loan offices, mcmsy-lenderBi 

mahajans; Marwari bankers, exporting ffiins, middlemen, 
karkhandars, etc. 

It is an error to suppose that banks as big financial insti- 
tutions must inevitably limit their interest to big industry * 
alone. It is true that growth in the size of the iifdustria] 
uid business unit has been an important factor impelling, 
if not forcing, banks to seek similar expansion. But the 
very bigness of particular industries has made them so sen- 
sitive to world factors that wise bankers i^k an escape 
from too great a dependence on them into the better dis« 
tributed risks of a smaller clientele not so vulnerable to 
these forces. In certain countries, big industry of its own 
accord has sought to release itself from the restraints of 
indebtedness to banks and has even added banking and 
ffiumcial functions to their own legitimate sphere. In the 
United States, the bulk of direct commercial loans is made 
to small or mediunusized firms, wholesalers, retailers, 
4»rvice trades, professional persons, etc. 

The distribution of advances in England is on similaz 
lines thou^ not on the same scale. We may take qs a 
Qqdcal sample the distribution of advances of Barclay’s 
Bank for the year 1935. Of the total advances* of 155m£, 
abovA 8 per cent, went to farmers and the average size of 
toe loan was in round figures £610. Retailers obtained 8.7 
per cent, of the total, with an average per head of £540. 
^Trofessional and private” advances i.e. loans larj^y for 
ptuposes of consumption and perhaps dealings in securities 
toqik away as much tfp 35.7 per cent, and the average size 
of the loans was £450 only. For'a country of the wealto, 
oiHmnerce and industry of Jkgland, it is certainly remark- 
^able that mim t^^ half the advances of a leading bank 
ahotdd coiu^ of small loans of this kind. 
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| : ifli^ figures ^pear evei xnore instructive when con- 
I iMSted with th6 relative insignificance of the aggregate 
advances to heavy, big industries and their much larger 
par head indebtedness. Textile, Heavy, Coal-mining, Ship- 
ping industries obtained only 12.7 per cent of aggregate 
advances while the average sise of loans to all 
industries taken together was £8,500. Coal-mining support- 
ed the largest burden of per head indebtedness— £61 
thousand in round figures. Building which is such an im- 
portant* form of investment in all highly urbanised coun- 
tries was allotted 7-5 per cent, of all advances — ^the average 
advance amounting to £1,800. 


Hie immense range of variation in the sizes of loans may 
now be judged from the fact that the average size of all 
loans was £774 only.* 


Provision of Long-term Capital 


Long-term capital required to finance the fixed assets oi 
industry is derived from three sources. As in the earlier 
stages of industrial development in other countries, capital 
subscribed privately on a family basis or from friends has 
played and stni plays a large part in industrial venturi^ 
The nilmaging agency system originated in and is closely 
associated with this fact. Secondly, it is the practice in 
certain places to raise a larger or smaller part of the required 
capital by means of deposits which are gmierally fixed for 
one year but in many cases ext^d to as long periods as 
7 years. These deposits are naturally strictly local in 
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their chief basis is the reputation for 
biadness inh^rity or social and caste aifibations' of the 
ntanagetnent of mills. Finally/ we have the more' general 
imd fast growing method of direct appeal to investors 
through prospectuses, etc. 

The xnethod of direct appeal to investors suffers in India 
‘ as eveiywhere else from two defects. The supply of capital 
id forthcoming not at a steady rate but in sudd^ sporadic 

waves These waves occur at times when some events oreate 

■ ■ 

such unusual states of mass ^pectation that th$ usual 
niotiv^ of prudence and caution are weakened and the 
investor surrenders to the lure of quick and large specula- 
tive profits. In the recent history of capital issues in this 
country, the years 1920-21 and 1935-37 stand out as 
illustrations of this fact. Enterprises whether new or old 
have to wait for such golden opportunities or else raise 
capital in ways which are onerous.* 

A much graver defect of 'this system is the lack of 
guidance to the general run of investors.t Even in a 
country like England in which there has always existed 
a large class of investors with means to invest who are 
accustomed to exercise independent judgment as to what 
to invest in, large quantities of capital run to waste. As 
the MacMillan Committee record,! the shares and deben-^ 
tinres of 281 companies whidi raised on them 117 m£r iu 
1928 had a market value of only 66 m£ in May 1931. As 
many as 70 ai these companies had been wound up by 
'that date and the capital of 36 others had no ascertainable 
value. If details of what happened to the fioatations of 


* Coital 1881168 (in orofes) 
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1020^21 and 1935-37 in In<^ cojDopUed, the outcome ■ 
is not likely to turn out less ghastly. 

When conditions in the capital market are temporarily ' 
unfavourable or the requirements are only temporary or 
adequate capital willing to undertake risks is not forth- 
coming, the issue of suitable debentures is a legitimate 
method of raising the needed finance. It happens, how- 
ever, that debentures are not ‘as popular in India as 
elsewhere. Among the more important causes of this 
backwardness are the unfamiliarity of the general public 


with this form of investment, the preference of thk more 
business and money minded classes for ^eculative scrips, 
heavy stamp duties on debentures and on transfers ol 
debmitures, Ikck of confidence in all but the largest, 
best-known and well-established enterprises, the ensuing^ 
concentration of debentures in the hands of our potentates, 
merchant princes and other wealthy clients, .and finally 
the avoidance of such investment by insurance and other 
cognate concerns with large investible resources.* 


The practice of raising capital by means of deposits fixec^ 
from one to seven years is an outcome of local ties and 
confillence and its extent for that reason varies from place 
to place. The Ahmedabad industry depends on it most, 
indeed, to such an extent that neither fixed nor liquid 
a^ets of the industry can be used as security for loans 
from lianifg or from any other quarter without undermin- 
ing the whole credit structure.f The Banking Enquiry 


^ Pp. 278-75. Bankiniir Inquiry Committee*! Report, 
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Peroentages of Total T'inance. 

Bombay (64 milli) Ahmedabad (66 mllle) 


Amount loaned by mortgage- 
agencies ••• 

Amount loaned by banka 
Amount by public deposits 
Amount of share-capital ... 

Amount of debentures issued 

Interest-rate olfered 
by a mill under a 
paracular manage- 
ment in Ahm e dabad. 


21 

0 

11 

40 

10 


Yl^ofS p.e.Govt. 
Securitu on April 1st 
of the year 


24 

4 

80 

82 

1 

Average hank-rate 
for the year. 


1028 V 

1026 May ... 

1027 Jan. ... ^ 

1020 Oct. ... H 

Inqplry Con^ttee Report, p. 276. 
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^Siaioba^IfKe ^11^) found that thfflre had been no ndiH^bii^ 
tn the tdtjfd of de^posits received hy Ahmedabad textile milk 
d^ahig the |«evious 25 years. It is still a point wor^y of 
whether continuance of the system is not 
hAu^t^ with grave dangers, particularly in times of 
■d^presstoou. These deposits have been described very 
apiniDpriatefy as'fair weather friends, attracted by generous 
offers of interest but likely to fall into a stampede at the 
j^Q^test approach of danger. Their replacement, by ^rc^ 
or deb«iture capital is much to be desired as abrogating 
a weak link in the industrial structure of the country. 

CJbmmeicial Banks md Industry 

. Banking funds reach industry through several channels, 
tbiere are in the first place, short-term advances made 
directly. Secondly, a good deal of commercial or instal- 
ment paper which banks discount results in financing 
industry either directly or throu^ intermediaries. Loans 
given to brokers or customers to enable dealings in or 
hold^g of stock exchange securities ultimately find their 
way to a similar manner to these enterprises as share 
•capital or other kinds of capital.* Finally, direct invest- 
ments by banks in industrial scrips or temporary loadings 
WMch occur to the course of underwriting or issuing 
activitiQS are apt to reach large or small proportions 
•aOCordtog to the traditions of each banking syst«n. • 

Jtt i8< not a matter of indifference whether these funds 
f^ch omunerce and industry through one channel or 
another. If direct loans give place to indirect methods of 
finance, industry is released frcnn the healthy check and 
axperioiced guidance of bankers who to their turn must 
also suffer from loss of dire^ contact. If loans to brokers 
Customers take the place of direct investmmits to 
indtatitol and otoer « s^ps, banks are automatically 
fnydbired in the severe speculative waves of stock exchange 
deidh^pEk Not only tM technique and methods of bank 
finance then to ^ re-adapted but the quality and 

- .. '.'•.Ckwttt XL- - 



of the banking busineas as su^ tend to altmr in 


•n in^Kxrtant manno’. 


It is a tradition, particularly of British thouj^t on the 
tRibject to distinguish broadly betiaeen shcsrt-term and 
tong'term finance and to argue that deposit banks should 
limit themselves to the former. The policy is partly 
Justiflcd by the natural rule of prudence that short-term 
deposits — and British banks are known to hold particularly 
large iproportimis of short-term deposits — ^duld be uoeo^ 
to finance short-term requirements. Besides, there is also 
the feeing that short-term finance assures safety in a 
manner and to a degree which cannot be expected of long- 
term finance, clt is necessary to analyse this belief carefully 
so as to place industrial financing in its prefer perspective. 


It is self-evident that the banker does not and cannot 
seek an ultimate repayment as such. His profits are main- 
tained only by continuous repayments and continucus re- 
investment in such a quick succession that only a minimum 
of his resources is idle at any time. From the standpoint 
of maintenance of a steady social output, a repayment 
means ^ successful advancing of gOods to a further stage of 
production and a re-investment means acquisition of mate- 
rials from an earlier stage for further fabrication. A failure 
to repay means that goods have been created which are not 
able to find a market and a failure to re-invest means an 
accumulation of idle stocks which fails to be absorbed into 
the productive process. In case of failure at any stage, 
adju stment has to take place by a fall of prices at all 
earl ier stages and distribution of incidental losses through 
the production and banking structure. Looked at in thi^ 
way, the difference between short-term and long-term 
reduces itself to the simgle fact that a short loan 
involves estimation of the possibilities in the very near • 
future only. A long-term loan raises more complicated 
quMtions. The banker must estimate in the first pteee the - 
|NroiQ>ects of a particular industry over a- long period and 
acicon^ the prospects of the particular firm with refer 



1 C ciristmuKjiaG^ , IBvcsa If mtotaket 

there is but limited opfKnrtuidly for peidodifi 
once the investment is s made. 

; when an enterprise is new, a re^itively Itmg 

period 9i incubation and immaturity must elapse before 
the investknent will bear fruit In the case of a tea garden, 
ibr example, Reduction does not commence till after the 
expiry of four years from the laying out of the garden. 
ITor some other industries, periods of ten and even tw^ty 
jrears .may be necessary. Hence, even when investn^nts 
are prudently undertaken and properly divm’sified, sporadic 
and individual factors may land the banker into serious 
embarrassment. « 

It is only in this sense that we can ascribe **liquidity’* 
to the short-term advances of a bank or banking system 
and Claim solid residium of truth in the older doctrine 
that the banking system is less vulnerable and more stable 
if the individual banks are in a genuinely liquid condition.” 
There is, however, another sense in which the word 
** liquidity ” is sometimes used. The assets of an individual 
bank are described as liquid when they can be readily 
exchanged for cash. Government securities for example 
are specially prized in this country as assets of this kind. 

‘ .Sii^ government themselves are not expected to repay, 
it is clear thet liquidity means here a high degree* of 
marketability or shiftability. This shiftability has its own 
well-marked limits. An individual bank can dispose of 
its assets to the public or to another bank; all banks taken 
together can shift them within the limits of law and 
practice to tbc central bank, if one is in existence. In 
Cer^^ circumstances, the banking system of a country 
p^y able to invoke Ihe aid of foreign banking systems 
Ipil' same purpose. *But except' within these limits, 
f hex^ jb no such thing as liquidity for the banking system 
. as a Wlmle, whether the phrase is understood in the first 
amse: If every bank were to decline to 

renew or to endeavour to place on the mark^ 
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&fi56t8 on any: substa n tial scale, a o"™p^ t g V^“^ lf y wn 
of tile economic system could be the only result 
Althouj^ loans to finance fixed assefi of ^ 

not liquid in the first s^ise, the shares and scrips-^ r^ire- 
sentmg tiiem are certainly liquid in the sense of shifty 
ability. This shiftability, however, is apt to hold true in 
many cases only in the literal and not economic sense. 
For reasons discussed elsewhere, grave instability of values 
is alm^. inseparable from scrips which figure in stock 
exchange dealings.* Recent experiences illustrate very 
forcefully the waves of appreciation and depreciation to 
which these industrial investments are prone. The index* 
number of mjiximum prices of ordinary shares etood at 
about 102 in 1929, fell to 58 in 1932 and fiared upto 128* in 
1937. Considering minimum prices, the index-number was 
93 in 1929, 63 in 1931, 37 in 1936 and 108 in 1937.t Even 
more instructive for the life history of a bank are the 
vicissitudes of investments taken over by the Central Banb 
of India from the Tata Industrial Bank. The following 
figures speak for themselves. 
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No.f>t 

Shares 

Name 

Pd.>up 

value 

% 

Mkt. value 
adopted 
in Deo. 
1924 

Market value 
Dee. 1989 

24878 

Tata Iron (2nd Fref.) 

100 

20 


n562 

Nira Valley Sugar Co. 

100 

1 

• ae 

828 

Tata Power Co. 

800 

95 


19250 

New India Assurance 

25 

11-12-0 

85 2 0 
(Pd..up 15) 


If ultimate solvency were the criterion of sound baxiking 


few hawira need fall into difficulties on the ground oi 
industrial finance.t Unfortunately, banking business is 
different from all others because it has to be solvent every 
minute of its existence. * 


* Cluu>ter XIa * 

t P. Review of Trade. 1987^. . 

t TlieDeuUcheBaidcofGeiinamr#otdliiafilyiiidUiedtoo<moiielttlnteieatitopweflegjw 

hanWi^Tr ipoiiaored the formatton c^the Bf aiuiffam a M weriM the rew Jf 










» which are par^y eecmoiaic and partfy 

hdid to suggest an inevitable 
j te^ u r eatiMi d the ranking syston into separate institutions 
fen ^o0>terni and long-term finance. There is, however, 
hardly an example in economiic history where such % 
separation of banks has existed and has e 3 q>edited indus- 
trial and economic jnogress. On the contrary e»flTwpie<. 
of coutttri^ which adopted mixed banking and hastened 
their industrialisation are more numerous.* The exer- 
tions jare not countries which have a bisected 
system but countries like England in which an independent 
class of investors with means and judgment to invest 
snte-dated a commercial banking system w^fuch grew on. 
industries already in existence. Prudence, therefore, sug- 
grats that we should analyse in detail the exact strong, 
and weal^ points in mixed or integrated banking before 
supporting the alternative off^ed. ' 


There should be no question but that long-term invest- 
ments should not be financed to any appreciable extent out. 
of short-term deposits. In other words, banks which embark 


on industrial finance should take care that such invest- 
ments are well within the fixed and long-term funds at. 
their disposa^L Ebq}ansion of such activiljies idiould be 
preceded by an adequate proportion of capitsd atid reserves 
and acquisition of funds on a longer basis than suits the 
book of ordinary commercial banks. That this proportion 
heed not be excessively high is proved by the Banque 
D’Aflairs of France whose ratio of capital and reserves to 
deposits has ^een well within 30 per cent and is about 
three tim^ as high as in the case of ordinary commercial 


* CartMBlttee*« lUport, pma, W7, fW, 979, 8M, Ml. 
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Sourc6S for such funds are by no means insignificant 
• even at present. A proper scheme of co-operation between 
the Government, the Reserve Bank and commercial 
should, release large funds for use in industiy which are 
at present either idle' or are diverted into less useful 
channels. Postal cash certificates issued by government 
for example absorbed about 35 crores between 1920-30 as 
against a net increment in paid-up capital of joint stock 
companies of 150 crores. Between 1930 and 1937, joint 
stock c(ftnpanies showed an increment of about 29 crores 
only as against 26 crores attracted into cash certificates. 

It is perhaps tmdesirable that such large funds should be 
absorbed by government when certificates and debentures 
of well-established banks could as well serve the purpose 
of attracting into productive channel these dormant 
resources. Precedent for such a departure exists in 
Switzerland where commercial banks issue debentures 
of 3 to 5 years, changes in interest rates being regularly 
notified to and approved by the Swiss Naiicmal Bank. 
Power to permit the issue of such debentures and the rates 
at which they are issued may well lie with the Reserve 
Bank ^ich should be the best judge of the character and 
policies of the banks concerned. The extent to which 
industry raises capital in the form of deposits in certain 
parts of the country points to another source of funds which 
has*not yet been fully tapped. Another indication in the 
same direction is the recent rapid growth in savings 
accounts of many important banks. The creation of this 
facility has for its object the extension of the banking 
habit to lower income-classes and its astoni.shing success 
in post-war years in many advanced countries like the 
United States, Sweden, Norway, etc., should leave no doubt 
about its future in India as well. ^The average period for 
which d^osits are fixed in India is %nuch longer than in ^ 
many Western countries, and decidedly longer than in 
England where shorter deposits, perhaps as short as 14 days, 
form the great bulk. For these reasons the adaptation of the* 
structure of certain Indian banks so as to fit th^n for ven- 
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Uaing into the field of industrial finance should not be found 
materially difficult. 

Participation of commercial banks in industrial finance 
and flotations offers certain advantages which should not 
be under-rated. In the case of established industries, 
their usual business of short-term finance brings them in 
contact with their own fecial problems as well as the 
problems of allied or dependent industries. Through their 
large numb^ of branches and through their connections 
with ,all markets and lines of business, they are*^able to 
judge the prospect of esuAi enterprise against a compre- 
hmisive perspective of the economic milieu as a whole. 
No other agency is better qualified to offer advice and 
guidance of long-term policies on questions of extension, 
amalgamations, etc., and no other agency is better situated 
to bring to bear appropriate pressure for their adoption. 
While any tendency on the part of banks to manage indus- 
‘try is to be deprecated, their supervision of and informal 
association with the financial policies of industry should 
certainly redoimd to the benefit of the large investing 
public whose enforced or voluntary abdication of functions 
and responsibilities is a standing reproach and scandal of 
the so-called “financial democracy” of joint stock enterprise. 

In the case of new enterprises, their active participation 
may prove even more beneficial. The gravest defect of 
the present ^stem of investment is the absence of any 
reliable guidance to the investor. The stock-exchanges 
are more a barometer of fears and hopes about the future 
generated by the passing events of the present than a 
balanced long-term view of the future itself. Unlike 
individual brokers or firms of stock-brokers, banks are 
immortal institutions with reputation and traditions to 
maintain. They are ^unlikely to ^ve the prestige of their 
support and recommendation to doubtful issues, still less to 
underwrite them. Banks can afford to gather information, 
maintain records, en^loy specialists such as may not be 
expected of small firms. 
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It is som^timea suggested that the check of a sinigle bank 
winch supplies both short-term and long-term finance may 
not prove as efficient andi impartial as the multiple check 
of one institution which supplies fixed capital, another 
which supplies short-term finance and so on. ^e suggestion 
springs from two assumptions both of which seem ground- 
less. It is assumed that the parties which supply fixed 
capital or are connected with it exercise some check at 
present. As a matter of fact, neither investors nor stock- 
exchange authorities are to any degree effective. In the 
second place, it is taken for granted that participation in 
issues and dotations means a permanent connection with 
Individual enterprises. As a matter of fact, the ideal should 
be as rapid a change in the composition of the investment 
portfolio as market conditions and circumstances permit. 
The ultimate holder of securities should be the public and 
not banks — ^the latter only correcting the tendencies of 
Investment to occur in sporadic waves and other defects. 

There is nevertheless a danger that while a bank holds 
an interest in the fixed assets of an enterprise, it may be 
tempted to offer much more short-term accommodation 
than a stbict view of the circumstances and ordinary business 
caution will justify. Similarly, capital extensions might be 
undertaken more in the hope of extricating itself from 
unw|^ commitments whether on account of short or long 
loans than placing the concern on sounder footing as such. 
It will be seen later that complications or suspected com- 
plications of this kind lay at the root of the ultimate 
disaster which overtook the People’s Bank of Lahore, the 
Bank of Burma and the Tata Industrial Bank. But on 
closer analysis it will be realised that this is a danger not 
of combination of short-term and long-term finance as such 
but of the interlocking of authorities. Even today, the men 
who sit on the boards of our commercial banks are generally 
men who have deep stakes in the industries of the country. 
As the aforesaid failures revealed, the men and concerns 
which were responsible for banking ventures were more 
often than not the very men and concerns which, sought to 
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pioneer industries in this country. The ultimate cause of 

tins interlocking is partly the paucity of high business 

talent as such and partly the circumstances which coniine 

access to economic power and experience to a few families 

or narrow social circles. Until it is possible to enforce a rule 

that ofi^cers of banks may sit on the boards of companies 

as representatives of banks and in no other capacity, an 

alleviation of our present difficulty could be sought in 

associating as a rule more than one bank with any issue. 

Such consortiums have been common in Germany 'and they 

are to be desired not only as supplying a multiple check 

but as enabling a wider distribution of risks. 

» 

Post-war changes in the outlets for banking funds are 
putting pressure on banks in the same direction. Even in 
a country like England, industrial and commercial advances 
of banks are becoming a diminishing proportion of the 
whole and it is only an expansion of “ other ’* loans which 
has enabled them to maintain their advances somewhere in 
the neighbourhood of their accustomed volume.* Ihe 
causes which have brought about this situation vary from 
coimtry to country. In some, direct investment has received 
a severe check on account of the complete break of values 
jn the crisis of 1929-30 and 1936-37 and fixed deposits are 
much preferred to shares and equities. In others, as we 
have already said, industry raises its working capital 
directly, seeks to increase the rapidity of turn-over and 
maintains smaller stocks — ^in order to escape dependence 
on banks. This should explain why in some countries loans 
to brokers and customers for security dealings grew so 
rapidly and in others, large funds were driven into real 
estate loans. It may well be that in these countries, Indus- 

* Britidi Oearinfr Banks. 

(Peroigitafe of Total Advances). 

° 19M>80 1986 

Industrial and Commercial 
Advances ... 55.5 47.2 

^«Other Advances.’* 44.5 52.8 


1987 

40.2 

58.8 


Heavy 


i.e. Textile, 
Agricuitttre. 
Food, Drink, 
Bldff, Retail, 


Loe. Govt., Pub- 
General, Uti. Amuse- 
ments . Clubs, Chur- 
ches, Charity. 
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trial finance may assist banks to create new outlets for 
investment and at the same time restore direct touch 
between banking and industry. As the MacMillan Com- 
mittee say very truly, *‘in any community which wishes 
to keep in the van of progress, the financial and industrial 
worlds should be closely intes^ated through appropriate 
organisation.*’* 

We have already noted how the problem of out- 
lets for investment of funds which was already acute in 
pre-war* times has become seriously aggravated in post- 
war years.t There is some evidence that banks are chang- 
ing their investment policies in the direction of industrial 
finance already. Of the Big Five, the Allahabad Bank does 
not venture into any investments except government 
securities. But the other four have been gradually increas- 
ing their investments in debentures and ordinary and 
preference shares of joint-stock companies. About 2 per 
cent, only of tiieir deposits in 1924-25, the proportion has 
risen steadily to a little above 5 per cent, by 1937-38. This 
is certainly a very conservative position since the capital 
and reserves of these banks are apt to. be above 9 to 10 per 
cent. A| reference to the balance sheets of Banque D’Affairs 
will show that their investments and premises are almost 
identical in amount with their capital and reserves.^ A 
little more than two-thirds of their deposits are invested in 
sho^-term finance i.e., discounts and advances which shows 
what a large part ordinary commercial banking plays in 
their activities even. In absolute figures, the industrial 
stake of our four big banks is very small, being about 3| 
crores in all. But the steady increase from i a crore only 
is certainly a pointer. Even this small amount, if it is con- 
stantly turned over from one scrip into another is not 
insignificant since, except in years of investment booms, 
the net increment of paid-up capitaf of joint stock com- 
panies rarely exceeds 5 crores in a single year. 

*PMfs.aw. • 

tP.iaflO-1 aad Chart I fa Chapter VI 

X Poot^iota, t p. IM. • 



198 


MODBBXi BAxasma m naaA 

Indiutrial B«nkit and IndnatiEies 

Li c(msequence of the foregoing &cts, it would be otiose 
to discuss whether long-term finance fen: big industrial 
enterinrises could not be better supplied ^by a special type of 
banks. Proposals have been made by the Central Banking 
Enquiry Committee* and by others for provincial or all- 
India industrial corporations. Although the Committee does 
not indicate the desirable amount of share capital, and 
merely suggests that debenture capital should be twice the 
amount of share capital, it is to be presumed tkat such 
corporations are intended to have quite large resources. 
Now, as we have already seen, even industrial banks de- 
pend for their success and profits on quite a large pro- 
portion of short-term resources and short-t^rm finance. In 
the present circumstances of the country, such large, short 
term resources can be acquired only at the expense of exist- 
ing commercial banks. Such proposals overlook the basic 
fact that the question of industrial finance, whether short- 
term or long-term, has arisen here as elsewhere out of 
the paucity of mobilisable capital of both kinds. A multi- 
plication of institutions presumes on the other hand a rela- 
tive abundance of funds. It is the basic justification, 
central object and outstanding merit of mixed or integrated 
banking that it enables a country to make an economic and 
intensive use of its limited capital resources. 

Although specialised industrial banks might not be feas- 
ible or desirable for large enterprises, it may be that they 
have, important services to perform towards small or cottage 
industries. These industries labour under certain special 
difficulties which repel the bigger banks from supplying 
them either short-term or long-term accommodation. Their 
shares and stocks, if they exist, have hardly any market 
and cannot be easily qiarketed, should need arise. Con- 
trolled by relatively ^ibscure managements and existing in 
scattered and obsciire places, the technique of financial aid 
and supervision has to be on a different scale and altogether 
* different in character. Their problems of marke^g are 
more difficjilt and urgent than those of 'production. 

* Panw. 401 to 418 • 
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Hie history of ^ch banks as have be^ floated illustrates 
well these various difficulties. Of the 8 industrial banks 
which were traceable early in the post-war year 1923» four 
have disappeared. The small size of one gave it the much 
needed obscurity in which al(»ie irresponsible finance and 
fraud can thrive.* Another started well with a substantial 
capital but soon resorted to doubtful practices with the 
object of collecting deposits.f The int^locking of the Tata 
Industrial Bank with Tata enterprises and the impatience 
of the shareholders accounted for the disappearance of the 
third and the greatest Indian enterprise in this line.* The 
birth of a fourth which was a small bank was registered 
but its demise seems to be lost in the massive banking 
mortality of tHe country. 

The industrial banks which existed in 1936 and for which 
some information is available suggest some important in- 
ferences.t Of these, only three are really noticeable. It 

* Inditttrifll and Bxchanice Bank of India, Bombay ; (1920-24) Paid-up eaplta 12.8 
laklii. It ftartrd branches at Karachi, Surat, Faailka, Kaptirihala, and Rawalpindt. When 
the bank closed Its doors, the debtors at Karachi were untraceable. The maaaicer ef the 
Surat branch was found to have used bank*s funds for his own purposes. Of the total debt 
of 1 lakh at the head-oflflce, half the amount had lieen arlvaneed to persons who became in- 
solvents. One of the directors who had a decree for 87 thousand airainst him fled to Gcmany 
before the first balance-sheet was out and his co-siimatories proved paupers. The bank 
underwrote the shares of the Solar Assurance Co., but they could not be sold. 

tCidcutta Industrial Bank, Calcutta; (1919-28) Paid-up capital 79 lakhs. Some calls 
were not paid as late as 1921 and shares had to be confiscated. In 1922, It floated the Marworl 
Commenali Bank — Itself payina its entire capital of 75 lakhs : Secretary, directon, etc. 
were Identical. The object was to collect deposits and business for both banks but as none 
were forthcomlnat a petition for windina up was filed in 1922. 

t 1936. (In lakhs) Ixians Government Other 

Capital and Deposits. and and oilier Assets 

Reserves. Fixed. Current Cash Advances Securities. 

Indultrlal Bank of 

W'estem India ... 20 +9 00.12 + 2.74 3.22 25.0 6.53 2.20 

Karachi Industrial 

Bank ... 60 + 1 2.62 ... .57 35.5 ... 36.13 

Simla Bankina and 

Industrial Co. 5 +2 26.0 + 3 3.6 21.2 l.'j.A 4.0 

Lnxmi Industrial 

Bank ... 1+1 10.00 ... 0.4 5.5 ... 8.6 

Raikut Industrial 

Bank (Jalpaiauri) 3x0 0.1 ... ... 1.9 ... 1.0 

Tezpur Industrial Bank 

(Tcapur) 0.5 +0.7 2,0 -r 1 1.0 3,0 ... .3 

(Kamani Industrial Bank. March 31st 1937: in lakhs) 

Capital 60 

Customer *8 Accounts ... 2 

Other lii^ilitics ... ... . 10 

Fixed AsseU 0jL3 

Investments 2 b.O 

Bills, l.oaas, etc. ... 88.0 

Cash 00.5 

No dividends were declared between 1928-1988. Current and fixed deposlU were as 

under (In lakbs) 1928 24 

1980 82 • 

1981 18 

1985 85 

1988 ... 8 
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is not perhaps surprising that their ^senttally local charac- 
ter should ,be reflected in their small size. The five im- 
portant Banque D’Affairs of France had in 1936 merely 
a quarter of the capital and reserves of 8 big deposit banks 
of the country and their aggregate resources including 
deposits ^ little more than 1/llth. Even in Ger- 

many, in the earlier and perhaps more important phase of 
industrial banking, a considerable part of this business was 
transacted by the smaller provincial banking institutions. 
But the industrial banks of India could not be compared 
even ‘with the Banque D’Affairs of France. What is more 
surprising about Indian ventures in this field is their in- 
ability to attract or retain deposits. The Banque D’Affairs 
in France depend on borrowed resources to the extent of 
two to three times their capital and reserves. Except in 
one instance, the deposit resources of Indian industrial 
banks hardly deserve notice. 

It is clear that industrial banks as such are not able to 
create the necessary confidence in themselves. Indeed, 
the experience of certain provincial governments about 
such long-term assistance as they gave under State Aid to 
Industries Acts seems to give justification for such lack 
of confidence. In Madras, in Bihar and Orissa and 
in the Punjab, the tale is one of uniform losses of the m^jor 
part of the capital supplied.* It is here that a proper inte- 
gration of the bigger commercial banks and small indus- 
trial banks is likely to confer great benefit on the 
country. On a basis of affiliation with approved in- 
dustrial banks, the bigger banks, while limiting thdir direct 
aid to ^ort-term finance only, could' supply throu^ th^r 
branches the necessary expert guidance and knowledge in 
industrial banking. Th^ known co-ordination of relations 
between them will ensure proper regard for banking prac- 
tice and will tend to create the necessary basis for public 
•confidence in the smaller institutions. 

* Smakhig Inquiry Committee's Report, pp. 806-09. 
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IV 

FINANCE OF FOREIGN TRADE AND 
EXCHANGE BANKS 


Foreign trade between two countries is financed largely 
by means of bills of exchange drawn by the exporter on 
the importer, with banks as intermediaries to purchase or, 
in due coiurse, to collect them. The financing of the foreign 
irade of India is distinguished by certain special features 
which We now proceed to note. 

(1) The bulk of this business is in the hands of non- 
Indian banks, popularly known as exchange banks, of 
which there are now nineteen. Two df these are concerned 
largely with tourist traffic. Of the rest, five have a consi- 
derable portion of their business in India while the other 
twelve are only branches or agencies of big banking 
corporations doing the major portion of their business 
outside India. 

Indian joint stock banks have little share in this business 
unless the exchange bank concerned has no branch in the 
interior of the country and the financing of the export or 
impont business has, for that reason, to be split into two 
transactions — ^the financing from or to, the Indian port to 
or from, the upcountry distributing or collecting centre and 
tha financing from the Indian port to foreign port or vice 
versa. Indian exporters or importers naturally prefer the 
financing to be arranged by a single agency as being 
cheaper, but in the absence of an up-coimtry branch of 
the exchange bank, the first part of_ the financing is gene- 
rally undertaken by the Imperial Bank of India, the Indian 
joint stock banks and the indigenous bankers in the case 
of exports and in the case of imports, by commission 
agents, shroffs and Indian joint stock banks. Demand 
draft is the instrument usually empioyed by Indian banks 
for this purpose. 

It is difficult to estimate the actual share which Indiang 
hold in this business. A part of the import trade is arranged 
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with documents made out in the names of Indians instead 
of ’ exchange banks as a matter of convenience but the 
financing is really done by non-Indians. There is also some 
trade which is handled without the intervention of exchange 
banks. Allowing for these two factors, the share of Indians 
has been ^placed by competent observers at about 15 per 
cent., and according to the testimony of the exchange banks, 
it is a share which is slowly growing. 

The loss to this cotmtiy from the predominance of the 
exchange banks is not confined to the financing of foreign 
trade as such. Other incidental losses have also to be 
reckoned in. There is reason to fear that branches of ex- 
change banks, opened*though they may be at the request of 
Indian clients, encroach on the financing of domestic trade 
as well. The cheap deposits raised by exchange banks place 
them in a strong competitive position which is further 
reinforced by the natural tendency on the part of their 
customers to open and keep accounts with them. Besides, 
exchange banks have been accused of compelling Indians 
to insure their goods with foreign companies on the usual 
grounds which, however plausible on their face, cannot 
but limit the growth of Indian enterprise in this field. 
With their practical monopoly of this business, it should 
not be suiprising if non-nationals in the export and import 
business of this country are encouraged by them with the 
offer of better facilities, etc. 

(2) The Indian exporter draws bills, usually of 3 months 
usance and rarely longer, against credits opened by the 
buyer with London banks and advised to India through the 
medium of an exchange bank. Our export bills are as a 
rule in sterling although in the case of Japan and China 
they are in terms of yep and rupees respectively. Since 
these bills can be and are usually discounted in London 
with the endorsement of exchange bai^, the negotiating 
exchange bank here gives the foreign importer the benefit 
bf the low interest rates of London. It is very unusual for 
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an exchange bank to hold these bills till maturity except 
in times of abundant funds or ^ck trade in India. It is 
also unusual for the Indian exporter to entrust his bills to 
the banks for collection since it means waiting for funds 
till they fall due. 

In the case of our imports, things work out differently. 
A small part of our import trade is financed by London 
banks’ acceptance of ’’house” paper. This means that bills 
of a foreign exporter who has got the requisite standing to 
draw on a bank in London, are accepted by it and returned 
to the exporter to be discounted in the London money- 
market. The importing agency here which is usually a 
branch of thd London exporting firm thus obtains the ad- 
vantage of lower London rates. Since as we shall see 
presently, the Indian rival of the importing agency is 
denied the same advantage, the procedure places him at a 
disadvantage, in his competition with the British or 
foreign rival. 


The bulk of our import trade from Western countries is 
financed by 60 days’ bills drawn on the Indian importers.* 
The London banks which buy or advance funds on then^ 
in London, send them for collection to India. Although the 
b^ls are drawn in sterling and alhough they are held till 
maturity, the benefit of lower London rates is not given to 
the Indian importer. These bills have an interest clause 
under which the importer here is made to pay interest at 
a stated rate, usually 6 per cent., from the date of the bills 
to the approximate or estimated date of arrival of return 
remittance in London. The local drawee has to find local 
currency to cover not merely the sterling face amount 'of 
the bill but something more tcf ^rchase the additional 
amount of sterling required to cover the interest. The 
drawer abroad eventually receives the face amount of the 


• Cf. '^Thete Indian import bill*. aw* usually drawn in India at Ibw 

; thara ia alao a liair proportion of four montlia* paper drawn, but not numy w monm 
aia taken.** JBdalrm Bmdiange Cunencft and Finance by Spaldina (3rd lotion. Pitt- 
and Sona, 1990); alao Banking Inquiry Committee Report, p. 315 Para. 4w»a, 
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bill plus interest at the agreed rate.* The rate is raised 
when the Bank of England rate rises above 5 per 

From the standpoint of the banker, the substance of these 
two operations may be put in this way. The discounting of 
the Indian exporters’ bills in London releases funds imme- 
diately for transfer to India. He prefers to hold the British 
exporters* bills till maturity, i.e. lock up his funds iii India 
because they earn for the whole or the unexpired portion 
of the maturity a rate of interest higher than w^iat any 
money market in the West can offer. ® 

This difference in practices relating to export and import 
bilb calls for some explanation. It b logical that bills 
on India which may have to be discounted in India should 
bear the higher interest-rates of this coimtry. But as a 
matter of fact, these bills are held till maturity and sent 
to India only for collection. If instead of negotiating these 
bilb, the London banks only accept them as in the case 
of ‘house-paper”, cheaper London funds could be made 
available for the benefit of the Indian importer-^ • 

Since the bills are in sterling, the question arises how 
the sterling amount is to be converted into the local 
currency for payment by the local drawee. This is done 
by an exchange clause which is a special feature of 

* Cf. '^Interest is uiually collected from the Indian acceptor for the estimated period 
the baalc in liondon is out its money, and, if the bill is ^d before maturitv, interest is ad- 
justed acoordinaly It is difficult to say why some Indian acceptors willingly scquiatre 

in the interest charged in the interest bills, while others refuse to pay it. The reason aoobtmng 

to some bankers, is to be found in the rules of the different castes the drawer on this side 

is not the loser, and where he pays the interest himself he doubtless recoups himself In the 
prioe he eharges for the goods, so it comes to the same thing in the end** BasUim Exchange 
Cyrrcney and Finance^ by Spalding. (Pittman. IBSSO 8rd edition) P. 84, 

t In 1889, it was 7 per cent, for the greater part of the year and 7| per cent from the 
middle of October to the end of November. The Bank of England rate was 61 per cent. 
— Central* Banking Inquiry Report. 1881. P. 817. 

t The difference between an **intere8t bill** and a banker*s acoepUuice depends on the . 
level of interest rates in London. Take for ezanq>le a bill on India at 3 months sight*— the 
mailing dme being 15 days each way. 

(!) Cost of interest tdll. 

' ' £ 8 d 

Interest for 120 days at 6% on 500 9 1 7 8 

Indian Stamp duty ... ... 0 5 0 

Total ... 10 2 3 

(if) Cost under aeeeptance credit 
Aooeptance oomn^ssion' at 1|% per annum ... 2 10 0 

Disoount for 120 days at say, 2% ... 8 6 8 

Stamp duty 050 

^ Total ... 6 18 

If the diseount rate In London is 5 per cent, the latter cost would be£ 11*1-8, i.e, aooep* 
ianee credit wonld be more oosilv. 
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import trade with South America, India, etc. The 
exchanj^ clau se is a included in the bill to direct 

the method by which return remittance is secured in 
sterling. -Its object is to throw the risk of any loss of 
exchange from the drawer to the drawee. Some bills arc 
drawn with the clause: “payable at the particular Exchange 
Bank’s drawing rate for demand bills on London. ’ Others 
contain the clause: “payable at the particular Exchange 
Bank’s rate for demand bills or telegraphic transfers on 
Londol!.’’ If no rate has been arranged with the^ bank, 
the rate is that fixed by the exchange banks in Indi'a from 
day to day. Of course, the Indian importer can take steps 
to protect himself against exchange fluctuations by buying 
pounds forward to the required extent. This means an 
additional operation for which he will have to bear the 
costs. 


(3) Bills drawn on foreigners by Indian exporters are 
usually D/A bills. In other words, when a bill is accepted 
by the foregin importer, of course through the medium 
of banking houses as explained above, the documents 
accompanying the bill are handed over to him and he is 
able ^ to obtain immediate possession of the goods. The 
payment may be postponed till the bill matures. 


^ills drawn by foreigners on the Indian purchasers are 
usually on D/P terms without letters of credit. Techni- 
cally, the Indian importer is not entitled to obtain 
possession of goods except on payment. The difficulty has 
been met by requiring the importer to execute a Trust 
Receipt by which he agrees to hold goods or their sale 
proceeds in trust for the banker until payment is com- 
pleted.* The advantage from the banker’s standpoint is 
that in case of failure to pay, a criminal liability is added 


tniat nocfiit ftwttitie* are om to »r«ve objeetten.... The tnirt rwaefet 

e li ewbtw Ow ImbVs pmfiMtT in tbe goods otter ihoyoto givon op to tl». 



Spsldii^Et. 
Commtttee*! Rcp<^. 
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to tile civil liability enforceable on the bilL A recent 
decision ot the Madras High Court seems, however, to 
throw doubt on ' this remedy since a bank is apparently 
required to prove actual loss to the bank or likelihood of 
loss arising from the fraud of the executants.* 

That the foreigner should receive entitling documents 
on mere acceptance while the Indian should be required 
to execute an additional safeguard like a trust receipt and 
incur the additional cost of it is certainly an invidious 
discrimination. The exchange banks defend the ^actice 
on the' ground that the Indian importer is usually a man 
of limited means whose credit would not justify the other 
practice.! Exchange Banks themselves, it must be record< 
ed are not uninterested in the continuance of the discri- 
mination since loans against trust-receipts fetch a higher 
rate of interest than loans against bills.! 

It is more than probable that the issue turns mainly on 
the kind of bank references given about Indian business- 
men. There has always been a feeling that these are not 
as satisfactory as they should be. Otherwise, D/A bills 
should find no difficulty in passing ciurrent in our import 
trade just as in our export trade. Lack of personal and 
social contact between the European officers of exchange 
banks and Indian businessmen is only a part of the 
difficulty. The belief of Indian businessmen in the virtue 
of secrecy in business, their unwillingness to have their 
balance-sheets prepared and audited by qualified accoun- 
tants are further aggravating factors. Even so, the fact 
that in opening a confirmed credit with an exchange bank, 
the best Indian importing firms in Calcutta are required 
to deposit 10 to 15 per cent of the value of goods ordered 
while the rival European Houses are exempted from such 
requirements is a cleqr proof that mere racial prejudice 
plasrs not a little part in the situation. It is no satisfactory 

*Tlie mm diowed that In fwractiea banks did* not insist on sonipiiloiis ftilfllmonr of all 
cTansas of Trmt Raosipits and this lands to Uuaw doul^ on the validity of thoaa i nstiu m eu ts, 
Pg, M-kd* Banking Framda in India^ by V. R. Sonalker, 

tBaaklaf Inqulfy Ooaunlttee Raport p. 828, 
tlbid,p.8S8. 
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reply to say that 9/lOths of the imports busmess is done 
without such credit and that the complaint relates to a 
only a small part of the business. The principle involved 
remains unaffected.* 

Foreign Banks Generallyf 

The existence of foreign banks in this country may be 
approached from three different angles. Firstly, it is 
necessary to consider whether foreign banks should enjoy 
a footing of equality or whether Indian interests require 
any special conditions or restrictions to be imposed on 
them. Secondly, it should be ascertained whether there 
exists, as claimed by foreign banks, a division of functions 
between them*and the Indian banks and how far any such 
separation of sphere can be enforced by legal or adminis- 
trative means. Finally, we must explore how far Indian 
participation in the financing of foreign trade is hampered 
by the existence of these banks and what means could be 
adopted to give them a reasonable chance of holding their 
own against the competition of these foreign rivals. 


Status of Foreign Banks 

As ibanks not incorporated in this country, exchange 
banks are not subject to the requirements of the Indian 
Company Law. Any grievance on this ground, however, 
cannot be more than formal since the conditions prescribed 

* Several other unall oomplaiiiU were placed before the Banking Inquiry Committee. It 
waa aaid that idterations were made in the imet of butineaw and were not promptly oommu- 
nieabed to the clienta. (P. 824) Till recently, penaltica for the late oonmletion of exchanBe 
contract were different in Bombay and Calcutta. (P, 825) ForeiBnem^ drafts on Indian 
inqmrterB held by exchange banks are not allowed to be p^d by means of (a) Importets* 
ehraues on their liondon aamts although funds are known to be available there, or 
by fb) T. T. of other exchang* banks on London, or by (c) demand drafts of other exchange 
banks. The ground fbr declining is of course that It win give no profit to the colleciing 
bank. (P. 825) Unlike British importing firms. Indian importers are notified Uie arrival of 
doeunents and asked to go In person to the exchange banks to complete the formaUties on the 
groond that no special clerks attend to this business in an Indian firm and that the clients are 
not avaOahle alter even five or six visits by the representatives of the exchange banks. (P. 827). 


t ExchaiWS Banks (Indian Resourees, in lakhs). 
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1908 

7,418 

4,8M 

65 

8.2 

IMO 


9,161 

72 

20.1 

1041 


8,948 

78 

12.8 

IMS 

11,688 

9,748 

84 

10.8 

1948 

18,827 

11^88 

87 

• 

o 

8.2 
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by our Law are not in any way on^ous. Exchange banks 
should not find it difficult to submit like other banks 
annual statements of their assets and liabilities. The only 
special feature which should be insisted on in their case 
is that they should make separate returns in regard to their 
Indian aiid non-Indian business. Iliis separation is neces- 
sary to enable an easy ascertainment of the position of 
Indian interests in the aggregate interests of the banks. 

It has been sometimes suggested that in case of failure 
cl any exchange bank, the interests of Indian depositors 
and creditors stand in need of some protection. Kecenit 
difficulties in the location and distribution of assets 
between creditors in British India and in Native States 
give some relevance to the argument. It has to be observ- 
ed, however, that the contingency contemplated is a very 
remote and almost theoretical one. Short of a great war 
or political upheaval, no ordinary causes are likely to 
overthrow these institutions. 

It is difficult to suggest other retsrictions which may not 
in the end recoil on Indian banks themselves. Indian 
banking must sooner or later extend its activity into 
foreign countries. Anything which should provoke reta- 
liation against them must make such progress difficult. 
If any restrictive measures are adopted here, the only 
objective should be to secure reciprocity for our banks 
abroad. An example justifying such reciprocal restrictions 
is the insistence of the Bank of England on two British 
signatures, one of which must be that of the acceptor, as 
a condition precedent for re-discount. 

At present, foreign banks have for their avowed object 
the financing of foreign trade. They claim that their 
branches in the interior^ of the country have been created 
only at the request of their Indian clients and only in so 
far as they subserve their main busings.' This argument 
regarding the d^narcation of their special sphere has been 
somewhat weakened as one Indian bank at least has been 
now acquired by an exchange bank. 



Adian tenks have seriims cd^ to^ hialce of their 

competiticm in the sfdiere of domestic trade; They Imve 
cause to fear such competition. Their enormous gbodwiU 
and pre8ti|i;e, their great hold on those customers who have 
large interests in the foreign h^ade of the country, their 
vast capital and reserves enable cacehange banks to 
raise deposits here at v«ry. cheap rates. It is felt as s 
grievance by Indian banks that Indian funds should dii' 
used against themselves for the encouragement of fpret]^ 
firms aifil traders.* It may be noted, however, tha$ the 
deposits of exchange banks have shown in recent years no 
improvement relatively to other banks in country 
Perhaps, a system of licensing of new branches under the 
auspices of the^leserve Bank of India should be a sufficient 
assurance against further encroachment by exchange banks 
on domestic business. The value of any protection of thie 
kind must not however be exaggerated. Under the present 
constitutional anmigements no prohibition is possible 
against the acquisition of interest in or even purchase, 
lock, stock and barrel, of Indian banks themselves. 


In lieu of or in addition to licensing of branches, it has 
been sometimes suggested that restrictions should be placed 
on the aggregate volume of Indian deposits which exchange 
banks may raise and use. These suggestions are sometimes 
inspired by the belief that Indian funds are used to supple-' 
ment the resources of these banks for their business abroad. 
There is little evidence to substantiate this beliel On the 
contrary, it is probable that funds from abroad fiow into 
this country, although not in sufficioit volume to prevent 
* lugh seasonal fluctuations in the rates. If restrictions are 
placed on the deposits of exchange banks, they must 
inevitably ensue in raising still further the cost of finance 
which must ultimately fall on t^e vlndian trader. The 
deposits which are declined by exchange banks will no 
doubt flow in the first instance into Indian banks but when 
the exchan^ banks suffer from shortage of funds, the same * 

* Biuddof Ingtiify Conniiitt^ # 

14 ^ 
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w^ &id their w«3r bade to theiiir^t j|^bur nl^ 

and to tfad inconvenience of Indian ttede.* 

> It fothe niatural aspiration of Indian enterprize to increase 
^ its diare in the financing of foreign trade. With this object 
in viSw, several proposals have been put forward. 

The most direct way to increase oiu* participation in this 
business would be to acquire a share in the control and^ 
inbfits of the exchange banks themselves. It is thought 
' thet if exchange banks were compelled to register them- 
mWeS with rupee capital, such acquisition of shares by 
Indians and their representation on Boards of Directors 
would be facilitated and quickened. Such changes may 
liaye^ it is to be feared, undesirable consequences in other 
directions. The separation of Indian interests from their 
foreign interests might seriously curtail the size and pre- 
stige of mcchange banks and destroy their access to the 
Ii>ndon market which is as we have seen an essential con- 
dition of efficiency and success in this field. Informal asso- 
" elation of Indians in the Indian side of their business may 
be a preferable first step which in the course of time should 
\ pave the way fora more organic co-operation between 
Europeans and Indians. 

There is another line along which progress could be 
hastened with benefit to both the parties. It is well known 
that exchange banks have as a rule refrained from em^loy- 
mrnit of Indians in the higher and responsible posts. 
Cadiiership is the highest portion to which Indians may 
aepfre in the present circumstances. Tbe fact that their 
employees in the higher grades are recruited with a view 
to employment all over the world need not work as a bac" 
to idle employment of Indians in something better than 
cl^ical posts. 

It. should cause little surprise if Indian banks have failed 
or micouptered difficulties in developing thi^ side of busi- 
itei^ It has spznetimes been argued that ftmds of Indian 
baxi^ already find ample employment in internal finance 

^ BnUiV taqolry Connittae Iteiiort/Iip. 
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ai loreigii <acdi«nge carried on in the inost hii^bljr devel^^ 
monQr maricets of the wwld can offer. As a xnattor (ff fact, 
the only bank of whom this statement may be said to hold 
true is tiie Imperial Bank of India parUcular^ as . it 
existed befcare 1935. But as applied tb other banks, this 
argumaat seems rather overdone. They have a steady 
business but in the absence of sufficient Uquid assets, they 
have to hold too large a proportion of their funds in gov* 
erament ^securities! Since financing of .for^gn tradq in- 
volves dealings in drafts or bills of three months’ maturity 
at the most, a movement of some of the Indian banks into 
this business should mark an improvement on existing 
conditions. There are, however, other difficulties to be 
taken into account. Sale and purchase of foreign trade bills 
imply constant accumulation and transfer of fimds between 
domestic and foreign centres — ^in both of which, therefore, 
banks must have branches to manage and employ them. 
But foreign branches mean political and currency difficult 
ties which are surmounted partly by inviting and making 
use of foreign deposits at the other end. The acquisition 
of fore^ deposits is a task made difficult by the prestige, 
power and size of the establi^ed rivals. German banks 
confronted with the same difficulties late in the 19th cen- 
tury devised various friendly arrangements with local 
indigenous banks and, to obtain full employment and 
adequate profits for their funds, added advances, issue and 
promotion business to their purely exchange work. They 
attracted custom by offering longer term credit and being 
in other ways more accommodating. Even then the cheap 
funds of the London money market more than ofbet British 
stamp duties, British brokerage and profits and the cost of 
an extra exchange operation! The task before Indian 
banks is today much more formidable.* Its successful per- 
formance could be undertaken only with the co-operation 
' of all Bidian basks under the leadendiip of some one bank 
like the Imperial Bank of In(^ or the Bank of Bidia. Both 
these banks have large resources and satisfy the. condition 



'- i>r_WBi^ wodcad out, either of thent coidd lu^ ahroad as the 
agent for all Indian banks undertaking this ecchange 
'V- Hmhieas. ■ ■.; 

Lack of Warned abilities to deal with the difficult and 
technical work of foreign exchange need not be' an 
insUiperable difficulty. As the Governor of the Imperial 
Bank of India testified before the Banking Enquiry Com- 
mitSee, the creation of the requisite staff diould not involve 
niudi delay. The risks of foreign exchange business have 
been felt as another obstacle in the way of this develop- 
mmit. But except in times of upheaval, the ordinary pre- 
caution of obtaining cover both ways should be sufficient to 
protect banks from exchange losses. 

On account of its large capital and deposit resources and 
its established status in London, the Imperial Bank of India 
has been thought of as the best agency available for the 
purpose. It is a moot point whether its exclusion from 
fordgn exchange business till 1935 was devised in the in- 
terests of public funds which it held or in the interests of 
exchange banks whose balances it used to hold. It has been 
suggested as a counterblast to Indian suspicions on this 
point that their anxiety to saddle the Imperial Bank with 
exchange business is inspired by a desire to relieve them- 
selves of its competition with them in the finance of 
doxnestic trade. Whatever the truth in these charges and 
countercharges, its conversion into an exchange bank must 
be considered in relation to all the banking needs of this 
^ coimtry. 

, When the decision is taken to convert it into an exchange 
bgnk, its bodian character and personnel will have to jte 
asa|ired first. The Banking Enquiry Committee suggitet a 
st^utory proviSi(m«- of 3/4ths Indians on Local Boards, a 
ma^orhy M Lidians on Central Board and complete stop- 
pa^ Of recruihn^t of n^-Jndian staff. As an inducemmit 
^ to ibe Ifank IP atgree to these conditions, the Bank 

nu^t be the ofi^ of appointing it as agent for the 



BMorve Bulk kfc«B places vlinrei &e lai^ i|o|: ll8' 

bxaaches. The privilege omifKs a substantial advantagain 
that it means great prestige and enables the bank to attrari 
deposits on relatively dieap tmms. 

As an alternative to this sehame^ tiie hidian Barddng 
Enquiry Committee proposes tha creation of a bank oti the 
initiative of Government. A large capital of 3 crores ^ 
si^gested, to be offered in tiie first instance to Indian banks ‘ 
for subscription. The participation of Lftdian banks in the 
scheme is an assurance that the branches of the new bank 
in the interior of the country will not encroach on their 
present business and deprive them of their profits. To give 
prestige to the view institution in the public eyes, it may 
be entrusted with the management of the remittance busi- 
ness of the Government under the supervirion of the 
Reserve Bank of India. The guidance and direction of the 
Reserve Bank are necessary since the remittance business 
involves considerations of currency policies from time to 
time. The Bank should not be allowed to make profit on 
this business since any competition with the existing ex- 
change banks with the aid of government funds mic^t 
provokt^ them to combined retaliation. The Government 
might exercise the right to a{^oint a majority of directors 
if it has to subscribe more than 50 per cent of its capital.* 

In* the meanwhile, Indian banks which are in a position 
to do so should establish their agencies in great financial 
centres like London. As suggested above, co-operation 
among them promises the best chance of meeting success- 
fully all difficulties which lie in their way. 

V 

FINANCE OF AGRICULTUREf 

In qpite of remarkable industrial ^ogress in recent years, 
ag^dcoltiure still cmitinues to ccrntribute almost the whole 
of our annual wealth. The requirements of agriculture,, 
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ovier^tadow all otiiar xequiremetita deter* 
ioixie directly or indirectly credit conditkma in the country 
aa « whole It is not pose^le to cethnate within reasonable 
margin of error total volume of requirements from 
seaaon to season. Some clue is afforded by the fact that 
the Banking Enquiry Committee placed totsd agricultural 
indM9tedne8s before the crisis of at 900 crores — a colos- 

sal figure Which nurst have increased still further in p<^- 
crisis years. If the indebtedness before World ^Tar It is 
placed at 1^00 crores, it should mean a burden of more 
than Bs. 50 per cultivated acre in the country. It is doubt- 
ful whether the gross value of the produce raised per acre 
per annum was more than 3/4ths of this .burden. 

The extent of credit facilities available to any class and 
the price to be paid for th^n are largely determined by the 
following factors — ^the sire and probable duration of the 
loans, thdr avowed purpose and actual use, the security 
offered or presumed, the degree of continuous access to 
infonnatimi about the progress of each ^terprise, etc.f 
For reasons whi^ need no elaboration here the Indian 
agriculturist falls grievously short of ideal conditions on 
ev&ty one of these several heads. In these circumstances, 
the modem bank, competent to deal with clients who reach 
some standard of literacy and business habits, has neces- 
sarily to retreat before the money-lender and indigenous 
banker. 


An >^ort was made to remedy these defects by substi- 
tuting through co-operative credit societies group respon- 
sibility bora of residential and social ties for individual 
responsibility. Apart from lowering somewhat rural in- 
tmest rates, the effort has not achieved much. At the very 
best, co-operative credit societies have not attracted more 
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titan 10 per cot&t. of the .aipnx^ familiM in pso- 

viiice while in aoBie, the phqportitai is » low as 2 to ft per 
cent* Their relative lack of soceess is to be ascribed to two 
midn ondssions. Co-qperation attacked dxe problem at «m 
p<dnt only, namely, the cost short term finance or work- 
tng capital, ignoring the equally important aspects of 
tedmique and efficiency of production and the tedmiqua, 
and efficiency of marketing. Moreover, there was a tendency . 
(o overlook the simple fact that the knowledge and charac- 
ter of a*small sodal unit are rarely much above the Ipsow- 
ledge and character of the individuals composing it, while 
the needs of mass action particularly in the peculiar social 
structure of In^^ia are apt to bring to the surface evil pro- 
clivities from which the individual acting for himself is 
happily free. In the result, co-operation has been moving 
ahmg a trail of bad management, factitious or communal 
policies, collusion, accumulated overdues, etc.t 

It is clear that in the present state of our agriculture, 
thore cannot be a direct contact between commercial banks 
and the individual cultivator. Some intermediarim like 
central co-operative banks and co-operative societies are 
quite imavoidable. Efforts must be largely concentrated 
on the one hand on reducing the number and cost of such 
mediate links and on the other hand on making the primary 
soc^ty an effective instriunent for converting agriculture 
into a solvent and profitable business and the agriculturist 
into a ke^ and dependable businessman. It is obvious that 
the latter task is both more vital and difficult. 

Most of the proposals made with the latter objective in 
view sdffer from one grave drawback. tend to look 

on the ryot as a perpetual infant who has to be put un^ 
the guardianship of a multi-pui^pose society which leavefe 
him no discretion on any side of his e^nomic life. Some of 
these proposals seek to save him trcm the temptation of 
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<audi whicii to be aUowed to bis Juiiigl^ 

; Others aim at taking into custody bis amuiai psoduoe mid 
sbj^owi^ profits to readi his hands. Others go so 

far as to eliminate ca^ altogether and arrange all settle- 
Jhmrts ,to take place in kind. While many of their incidental 
proppsaUi desmve adoptirai as mterim or transitional pallia- 
tives^; it would be a grave error to permit education and 
xnental^upliftment of the ryot to fall into the background 
in preference for such iUusory shortcuts.* 

De^ite the keen competition of cO-operative societies and 
de^te ‘ the heavy losses and difficulties of the last 
depression, the mcmey-lender and the indigenous banker 
still continue to be the backbone of our ^rural finance.t 
Hecent country-wide legislation on money-lending and old 
indebtedness may lead, more by the implied threat than 
< any actual enforcement, to an improvement in their prac- 
tices and methods <x£ business. But it is hardly conceivable 
that their partnendiip in agriculture itself will diminish in 
importance. It deserves to be considered very carefully how 
far these ancient agencibi could be made into serviceable 
• links between agriculture and commercial banks. 

Not all money lenders and indigenous bankers will be 
- found useful for this purpose. For obvious reasons, those 
who are principally a^culturists, merchants or traders 
^ will have to be excluded hrom such schemes. Of the others, 
<mly such could be deemed eligible as agree to follow strict 
banking practices, to maintain their accounts in certain 
• prescribed forms and exhibit their financial pcHtition from 
time to time as required. It would be also necessary to 
^devise a special form of bill or pro-note against' which 
eOmmecidal banks and, in case of need, the Reserve Bank 
advance funds. Perhaps, the village as a whole or 
tiloee of the village cmnmunity who are agreeable to main- 
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Uin exclusive relations with these authorised agoiciea' 
mi^t be made joint and several parties to the document . 
Since commercial banks are expected to advance funds In 
the first instance, they must be invited to share in the* 
selection of the agencies, along with the Reserve Bank. If 
the sdieme succeeds, mcmey lending could be made at a> 
lat» stage a profession on licensed bai^. 

Since close contact with rural financial agency and rural 
borrows is the only safe basis for rural credit, it is desir- 
able that only those banks which are highly localised in 
their operations should engage in this field. Most of the 
smaller banks answer well to this description. Among the 
bigger banks, jthe Punjab National Bank, the Allahabad 
Bank, the Bank of Baroda, the Indian Bank of Madras and 
the Bank of Mysore are well situated to take the lead in this 
matter in their respective areas of operation. Co-operation 
between these banks and the provincial co-operative banks 
which have the undoubted leadership of co-operative credit 
societies should solve many of the problems which have 
proved intractable till now. The foundations for such 
co-operation have been well laid by the creation of the 
Reserve Bank of India which has been invested with special 
responsibilities for agricultural credit and its improvement. 
These special responsibilities which are analysed and dis- 
cussed in another place* indicate the great part which the 
Reserve Bank is expected to play in the reconstruction of 
our rural financial economy. 
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TABLE XV--Sch«diil«d Baakt 
(fiiklis of Rupees) 
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CB4PTBa VI 

THE LEADING INDIAN JOINT-STOCK BANKS 


* 


The Beak ef India 

THE Bank of India was registered in 1906 in the 
memorable days of the Swadeshi movement and started 
operations in the same year. With a capital of 50 lakhs 
and total liabilities in December 1906, of 66 lakh only, it 
made quick strides till in 1912, the eve of the banking crisis, 
its capital, reserve and liabilities exceeded 3 crores. In 
1920, the Uabil^ties amounted to well above 11 crores and in 
1938, they exceeded 19 crores, composed of 1 crore capital, 
a reserve of more than 1 crore and deposits of 17 crores and 
odd. In point of resources, the bank held in 1938 the second 
place among the Big Five.* 

Among Indian joint-stock banks, the Bank of India has 
enjoyed a remarkable immunity from runs. In 1910, “most^ 
alarming rumours” were in circulation about the losses of 
the Bank in the failure of Dwarkadas Dharamsey. In 1913, 
the d£:ectors were able to report that not a rupee was lost 
on that account. It was stated at the general Meeting of 
February 1914 that even in the great banking crisis which 
preceded, ,the Bank was “no more than slightly affected.” 

^e effect of 1913-14 crisis was that the Bank created 
“ with regret ” a reserve fund for bad and doubtful debts. 

The Bank has pursued a very cautious policy of expan- 
sion. Till 1927 when its capital, reserve and deposit 
liabilities exceeded 5 crores, it had no branch. By 1938, its. 
branches numbered only 16 of which as many as 6 were In’ 
Bombay and 8 in the big urban, and industrial centres of 
Ahmedabad, Poona, Nagpur and Calcutta. The bank is 
thus entirely a bank for cities with average resources per 
branch of 120 lakhp and more. 

• For aB aipm*. leler to TilSt* XV Md X VI aBd ta eMe of *nrotktoi-e*P*» till’ 

to TaUao XXXni aaA XXXIV. 
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It showed "'some vrature in opoung a branch outside 
V India at Mombasa in 1921. Unfortunately, a collapse of 
credit was reported from Afiica by December 1922 the 
elSects of which were aggravated by the b^iayiour of tiie 
Bankas agent. It was found that he had concealed facts arid 
made advances against express instructions of the he#d 
office. Aftm an inquiry by the Bank’s auditors deputed 
frmn India, the branch came to an end by 1923. 

^le Bank has sought to maintain an impressively large 
ratio of capital and reserve to its deposit liabilities. Till 
inflation became serious during the first World War, the 
ratio was well above 20 per cent. When in the cobrse of 
war-inflation, deposits expanded rapidly and the ratio fell 
seriously, steps were taken in 1919 to double the capital 
and to add materially to the reserve. Till the onset of the 
Depression, the ratio continued well above 15 per cent. 
Tbe Depression caused no slackening in the growth of 
deposits and the ratio fell to about 12 per cent. With 
abundance of funds and slack demand, this fall does not 
, mean any weakening of the creditors* guarantee. 

Among assets, loans and advances amounted to 65 per 
cent, and more of deposits till the D^ression set in. The 
Bank also held a strong portfolio of .bills which tended to 
^ more than 10 p^ cent of deposits. The Depression caused 
a shrinkage in loans and advances which reached as low 
a level as 40 per cent. There was a subsequent recovery 
to 50 per cent. The quantity of bills suff^ed much more 
amounting to less than 1 per cent, of deposits in post-1929 
years. 

It is noteworthy that for a few years after the Bank was 
started, its constitution prc^ibited advances against shares 
^d on mortgage. Experience showed that this prohibition 
was JE^great hindrance to the full employment of the Bank’s 
iuh^ In 1911, the ru?es 'were altered so as to permit such 
%d^mhces. ^ the war broke out only three years later, the 
relaxation proved very timely and the Bank was- able to 
raise its loans and advancea progressively to as hi^ levels 
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> 'nift buSc of the Baws iavestmehts is in ;gov«miieat t 
securities. Debeoliire^ prc^raice end ordinary shares ^of 
joint stock companies have nev«r bemi above 2 per eoit. of 
deposits and even Improvemmit Trust, Port Trust and 
Municipal Bonds are not allowed to rise above 6 or 7 per • 
cent. Investments are, as we have already noted, the ' 
means par excellence of adaptation to cyclical and secular 
changes. About 10 per cent, of deposits before the Great 
War, they fell very low during the War and ^en increased 
after 1922 till during the Depression a level above 20 per 
cent, was reached. * 

Except during the crisis of 1913-14 and the War years, 
when it reach^ levels above 25 and 30 per cent., the cash < 
ratio of the Bank has been maintained between 15 and 20 
per cent. 

The Bank of India is one of the few fortunate Indian 
banks which have escaped the activities of profession^ 

“ credit wreckers ” in the country. The only f^ous 
incident* in its steady and undisturbed career was a 
temporary three days’ spell of unpopularity in 1930 which 
took shape more as a political demonstration than a run ‘ 
and "^as speedily proved to be the outcome of sheer 
misapprehension. The rumour originated in the Bombay . 
Stock Exchange and as the bank acts as the clearing house 
toe the Exchange, the members and hangers-on of that 
institution took a prominent part in the incident. 


As pointed out above, the bank is remarkable for three 
* features, the fewness of its branches, its concentration in 
a few, big urban and industrial centres of the country and 
its high degree of liquidity which perhaps is largely a 
product of the first two features, liiese facts are w^ 
reflected in its rate of gross profits, which is lower than that 
. of any other bank witii the exertion bf the Bank of Baroda. 
Since its deposits are certainly not raised at higher ratm 
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than ithose,/^ other loitr rate ctf groaa^^^l^ 

taoifyj indicative of the veiy liquid and saie huahieBi it 
engages in sbd the low rates whidi are realirable cm such 
lAisiness. Unlike many other banks, the rate of gtoisa 
profits of the Bank of India seems to have stabilisckl itsl^ 
rowd about 2 per cent. It has rarely fallmi bdlow 1.90 
per cent — ^its lowest level being 1.47 per cent, during the 
1^ Depression. 


Its*' expense ratio iS' easily the best among aU Indian 
banks, which bespeaks the large volume of business avail* 
able in a few big cities in the country. 'Dll 1925, it pidd 
less than 20 per cent, of its gross profits in salaries but the 
fraction has since then mounted to round about 25 per cent.. 
Witii a volume of resources per branch which is about four 
times what the bank next in rank viz., the Central Bank 
of India can claim, it is not surprising that its expense per 
unit <f£ resources handled should be the lowest on record. 


Its rate of net profits is as a rule second only to that of 
> the imperial Bank of India. It started with a dividend of 
‘ 5 per cent, in 1907, raised it to 8 per cent, about the time 
of the Great War and in the twenties and thereafter haa 
maintained it at 10 to 12 per cent. Even in 1907, its half-, 
paid shares of Rs. 100 nominal value stood between Rs. 53 
to 6i4 and have continually appreciated since. In 1916, 
Indie Banks were quoted at 62-68 and by 1929, at Rs* 97 
to li^. The lowest level of the depression period was 
to 90 in 1981 but by 19%, they mounted once more 
%b ltl. 125i to 142. Thethistmy of its reserves proves that 
'£bis ' Value ^ not been inflated or maintained by impru- 

dent Or ^titious dividends. It had paid usually 2/3rd8 of 
:|ts net: p^^ in dividOnds--^^ is certainly e conserva- 
;JtiVe'ipioo0dui^ ^ 
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the Coitnd Beak ef ledle* 

The Central Bank of India was launched into odstence^ 
in December 1911 mainly by the untiring efforts and bal- 
ing genius pf Sorabji Pochkhanawalla whose life history 
bdongs to the regions of romance in banking and finance, 
hi Sir Pheroxeshah Mehta, the Bank secured a chairman 
who brought with him great public prestige and patriotic 
appeal. In spite of difficult situations, the bank made asto- 
niddngjy rapid progress and pamed all other joint stock 
banks in the size of their aggregate resurces. Its capitafT 
reserve and deposits, amounting to a mere 77 lakhs in 
December 1912, reached more than 10 crores in Decmnber 
. 1920, about 1& crores in 1980 and 31 crores in 1938. 

The year 1923 which saw the amalgamation of the Tata 
hidustrial Bank with it was a turning point in the bank’s 
career.f Two shares of the Tata Industrial Bank, eadi 
of the nominal value of Rs. 75 and paid-up value of Rs. 22-8 
were exchanged for one Central Bank share of nominal, 
value Rs. 50 and paid-up value Rs. 25. The shareholders of 
the Tata Bank lost by the exchange Rs. 5 only since the 
Central Bank shares were being then quoted at Rs. 40. 
They^ even gained something since the uncalled liability 
of Rs. 105 on two Tata shares was now converted into an 
uncalled liability of Rs. 25 only on one Central Bank share. 
The aforesaid difference of Rs. 5 was taken as writing off 
the losses of the Tata Bank. 

The effect of the amalgamation on the balance-sheet of 
the new Central Bank was profoimd. The capital and 
reserve liability which stood at Rs. 80 lakhs in December 
1922 rose to Rs. 268 lakhs in December 1923. The deposits 
rose from Rs. 14 crores to Rs. 18 cnnes. The ratio of capital 
and reserve to deposits which had sunk during the first 
World War and post-war years tb a# low as 5 to 7 per cent^ 
now improved to 17 to 18 per cent. 

More fdr-readiing was the effect on the quality and 
distribution of the assets. The ratio of loans and advaniSI 
• iwum xvn Md xvxn * luiiaf xxxm a XXXIV. 
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^ to dopoflits did not alter mu<di — ^it increased tor a short time 
only from 55 per cent, to about 60 per cent. But invest* 

^ ibents which were rarely above per cmt. in previous 
i ycm shot up to 44 and 53 per c^t in the next two years. 
The change in their quality was equally remarkable.* Tlie 
rash ratio remained very much the same except fc»* the 
panic year 1924. The balance-sheet has nevmr lost its mark 
of the great amalgamation. Unlike the Bank of India, the 
Central Bank has pursued a very vigorous policy o^ branch 
•expansion. It opened its first branch at Karachi in the 
early phase of the Great War but at close of the war the 
: number of branches was still 5 only. By 1934, it had creat- 
ed 68 brandies and pay-offices which mounts up to 89 in^ 
: 1937 and 101 in 1938. Comparing the branches and pay- 
offices to its aggregate resources, the bank has about 33 
lakhs per office. 

Few Indian joint-stock banks have faced more difficulties. 
It has been recorded that there were as many as 9 runs on 
* the bank during the first 25 years of its existence. 


Almost at its very birth, it became involved in the bank- 
ing crisis of 1913-14. Grossly exaggerated reports about its 
holdings of or loans against the shares of the Indian Specie 
Bank foimd eager circulation. In the last few months of 
1913, the young bank paid out as much as 75 lakhs before 
the run abated. * 


In 1918 again, the bank suffered from two successive 
. panics caused by the collapse of certain markets in the 
' Bmnbay City. 

The absorption of the Tata Bank gave another opportu- 
nity to the enemies of the bank. Obtain shareholders 
started frivolous legal proceedings against it. The conse- 
quence was an ^^organised run’’ on the Calcutta branch 
: duHng which the bankr p£d out Rs. 50 lakhs. During the 
’ silver jubilee proceedings of the next year, the Managing 
; Director was c<mstrained to complain of “the 'despicable 
^ hqbit of irresponsible pmrscms of making reckless and 
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imlotmded charges a^ iaetitttting hitUe legal proceed*'^ * : 
Inga** The matter had by now assumed grave pn^Kurtions ' • 
and all reqxmsihle sections of the commxinity and the 
Press in the cdUntry joined the Managing Director jn 
deprecating and reprimanding these activities. " 

Hardly had the voice of admonition died down when 
anottier "organised attempt to impair its credit** became 
visible. In the cotirse of two brief days in August 1925, the 
bank stood a run of 2 crores and more.* 

After ^surviving the crisis of 1913-14, the bank |oun<jU> 
itself confronted with conditions of war. In spite of doubl- 
ing the paid-up capital and making some addition to the 
reserve, the r«ijio to deposits fell to less than 7 per cent. 

The real recovery in the ratio of capital and reserve to 
deposits occurred, as recorded above, with the amalgama- 
tion* From that year till the onset of the Depression the 
ratio was well above 15 per cent. The Depression coincided 
among other forces with a great expansion of branches. , 
Between 1930 and 1938, deposits practically doubled and 
the ratio fell 'continuously to 8 per cent. The bank may 
well be awaiting a favourable opportimity in the capital 
markeb to strengthen the fixed capital structure of the 
bank. 

Till the Depression, the bank aimed at a level of loans 
and advances somewhere in the neighbourhood of 55 per 
cent, of deposits. Its bill portfolio fluctuated a good deal, 
tending to be about 10 per cent, of deposits. 

With the amalgamation of 1923, the proportion of invest- 
ments rose very sharply from al^ut 20 to 25 per cent, of 
deposits in pre-l923 years to more than 50 to 60 per cent. 

The steep fall in loans and advances after 1930— from a 

level of 55 per cent, to 35 per cent» and less, confirmed the 

• 

* This nmluid mlfiiw origin. Some inefriinatsloitlMTllr In migiitMid wool. Among 
t hem , one tme the neme at AJm wbleh woe alim the name of one of the direotore of the 
CentadBenk. On this fUmqr muif* tlw nemd detraotore of the banic ere eald to heve ereated 
M man in the Zaveii baaaar in tembay. Deiplte oat^pirieal deoiale* the panie wee ngm* 
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impoitance bf investments still fnrtber althoui^ there was 
a little fall 8ubsequ«atl>. Gk}vemment and "other** gilt- 
edged securities f(H:m the backb<me of Investmoits, being 
XDpre than 1/2 and even 3/4di8 sometimes^ the total. In 
post-Depression years, ordinary and pr^r^ce shares of 
joint-stock companies recorded a marked improvement fhnn 
less than 2 per cent, to more than 5 to 6 per cent, ot 
deposits. 

Lands and Buildings and investment in Lands and Bulld- 
ogs have always claimed a sizable share of the bank*s 
ihinds; *rhe amalgamation brought with it the splendic 
structure of the Tata industrial Bank and raised the bank’s 
investments in property to more than 5 pei^ cent, of depo- 
sits. De^ite the doubling of deposits bet^reen 1930 ana 
1938, the proportion of funds invested in property is still , 
returned at about 4 per cent. This 4 per cent, in property 
and 6 per cent, lock^ up in ordinary shares of compames, 
represent the bank’s most fluctuating asset. In value, they 
’ amount to 3 crores and more. 

In the lean years after the crisis, treasury bills were for 
sometime an excellent outlet for accumulating funds. For 
the rest, the bank’s cash ratio has been of a very unstable 
character. Between 15 to 20 per cent, generally before the 
amalfitamation, it showed a tendency to fall subsequently to 
less than 12 per cent. But the stagnation of 1932 and 1^33 
raised it immediately to more than 15 per cent, and in 1935, 
it actually shot up to 32 per cent and more. 

The Central Bank of India shares the honour with the 
Imperial Bank of being represented in all the provinces and 
advanced parts of India. The average rate of interest 
, offered by it on time and demand deposits taken together 
, is lover than vdiat is paid by the Allahabad and Punjab 
i^dtional banks which have their areas of operatimi con- 

* centrated in the Punjab and the U.P. It is of course mudi 

* lower than the rate of the Indian Bank of South India. 
Till 1920, the average f^ g^erally between 2.0 and 3.5 
pet cent, and in the succeeding twenties of bi^ interest 



im aU over worH it moved between 3.6 eitd €3 
.^Cetit After Ihe Depreaeioii» the rate fell steely from 
Np 1930 to a mere 1.3 per cent in 1^8. 

The rates for the Central Bank on the one hand and <A 
Allahabad, Punjab National and Indian banks on the other 
show differences ranging between 0.6 per cent to 1.5 par ^ 
cent The margins are even wider for certain exceptional 
yeara 

From 1921, the Central Bank instituted the most instruc* 
tive and valuable practice of giving under separate heads <, 
the ag^gate interest paid an fixed deposits and current 
deposits. Ilie average rate on current deposits in thS* 
twenties ranged between 2.1 to 2.5 per cent. After 1931, H 
began to fall till the unexampled low levels of 0.81 and 
0.77 were recorded for 1937 and 1938. 

More important still is the margin which the bank has 
found necessary to maintain between fixed and current 
deposit rates. In the twenties, fixed rates wore above cur- . 
rent rates by more than 2 to 3 per cent. The margin 
narrowed only after 1934 since when it has been between 
1.3 to 2 per cent. 

T[>|ippreciate the significance of these rates for the work- 
ing of the bank and its profits in particular, we must recall 
here that the Central Bank’s current and savings accounts 
have been generally slightly less than 50 per cent of total 
deposits in the twenties and have grown to 55 to 60 per 
cent in recent years. This ratio is no doubt more favour- 
able to the Central Bank than to the other banks we have 
just now mentioned. Even then, the rate paid on current 
and savings account is sufficiently high to make it a veiy^ . 
important factor in the bank’s investment policies. 

In industrial and urban India, competition is very keen. ' 
Ihe average rate of earning per-cent which repiesents the 
minimum above which the rates cbdkrged to customers must^ 
range prove these disparities of conditions. While earnings 
above 6 and 7 per cent are most common for the Punjab 

* \ 
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2Tfttio6Al fiMl AfiAhftbAd ^jM»«»%f^ atwi 8 t(i 9 ti6f ce&i^ tte 
l<^ .paining rate ot the Indian bank in Ihe South, the rate 
the Central Bank falls usually between 6 to 7 per cent OC 
pourse, some allowance may have to be made for differences 
^ in the quality of business sought 

^e Central Bank has paid 20 to 25 per cent of its gross 
If profits in. salaries in the earlior years and the fraction has 
been generally 35 to 41 per cent ^ce 1925. The Imperial 
: Bank, in spite of its higher salaries has been spending only 
I a little more which indicates that the Central Bank suffers 

fti 

lome drawback in the quality of its personnel or organisa* 
* •4ion. Bank of India reflects purely city conditions and 
\ ft is not surprising that its rate of gross profits should be 
lower and the expense ratio lower still. But the Bank of 
Baroda which represents largely rural conditions shows 
identical tendencies. Even more than salaries, overhead 
expenses of the Central Bank appear to cut rather severely 
Into the gross profits of the Central Bank. 

' Ihis analysis seems to find support in another very useful 
kind of information which the Central Bank alone among 
Indian joint stock banks supphes in its balance<sheets, 
Since 1924, the salaries paid at the headquarters have been 
separated from those of the upcountry branches. Between 
1924 and 1938, the aggregate resources of the Bank have 
risen from 16} crores to 334 crores, and the branches have 
grown from 20 to 101. Yet, except for the last 3 yearn, 
Vhich saw an addition of 33 branches, the proportion oi 
salaries paid at the headquarters and those paid at the 
branches remained roughly half and half. It is permissible 
to surmise that outward expansion brings no economy in 
•• the utilisation of the headquarters organisation. 
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<finie1hniiirib Nwtiniiid Biak* 

13ie Punjab National Ban]^ is one of the few {wrelj 
"Indian joint-stodc banks which have survived over frbn 
the last century. It was started early in 1895 and at 'the 
year end, its paid-up capital stood at the modest figure ol 
Rs. 41 thousand anddts deposits at about If lakhs. It made 
very slow progress till 1905 but with the rise of the Swa- 
da^ movement its deposits increased, exceeding Rs. 1 crorc 
in 1910. The authorities had the prudence to raise Its 
paid-up capital and reserve year after year till in 1910 the^ 
aggregate to about Rs. 15 lakhs. 

The crisis of 1913-14 was a severe ordeal. On the>>ut’ 
break of the crisis, the bank was able to call in loans ver^ 
‘ quickly and ra^ its holdings of cash and G.P. notes tc 
46 per cent of deposits. Between September 20th of 191S 
ie., the date of the collapse of the People’s Bank of Lahore 
and 31st December, investments to the extent of 44 lakhs 
were realised. Its deposits fell from Rs.’147 lakhs in 1912 
to Rs. 77 lakhs in 1914. 

The bank set about with determination to retrieve its 
position. Early in 1914, 5,000 more shares, each of the 
nominal value of Rs. 100, were issued and a further call 
of Rs.A0 was made on existing shares. Early in 1915 again, 
1,000 more shares were added to the existing mass. The 
paid-up capital of the bank which was abdut Rs. 9 lakhs in 
1912 rose to Rs. 16 lakhs by 1916 and the reserve funds 
increased from about Rs. 8 lakhs to Rs. 11 lakhs. By 1916 
end, the deposits <nice more exceeded 1 crore rupees. 

In the early twenties of the present century, the paid-up 
capital was raised above Rs. 30 lakhs and the reserves 
above Rs. 20 lakhs. But for an appreciable fall in the 
1929-30 crisis and a few years thereafter, deposits tended to 
maintain themselves at a* level above Rs. 7 crores. In 
January 1940, this bank absorbei^ the Bhagwandas Bank 
Ltd., a scheduled bank in the Delhi dlrcle. 

As compared with other banks the ratio of capital and 
reserves to deposits has been rather modest. In exceptional 

* T«Um IXX fnd XX. * 
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I yeafv, whw depooits were running low bb in te eor^ yilur| 
f Ut the bank** 'existence, the, years following the banking 
^ eri^ of 1913 and the 3 rear 8 after the world crisis of 1929, 
the'ratio naturally improved. But otiierwise, it used to be 
I about 12 per cent before the first World War and in the 
; post-war years, it has been in the neighbourhood of about 
7 to 8 per cent. 

Before the war, the bank’s investments rarely exceeded 
; 25 per cent of its deposits and after 1920, they have alread;{r, 
; exceeded 35 per cent. While formerly, Govermn^nt secu- 
;«yities on the one hand and Government guaranteed deben- 
tures and municipal loans on tiie other shared about equally 
in the composition of investments, the post-war tendency 
has been to hold the bulk in the former. Iq recent years, a 
good portion of the securities has been lodged again and 
^ain with bankers against amoimts due to them.* It is 
usual with smaller banks to lodge their securities with 
other banks as a remittance arrangement. When a nranch 
is in need of cash, it is enabled to acquire cash at that place 
firom the branch of some bigger bank with whom the 
securities are lodged. Such overdrafts are frequently only 
a small fraction of the securities actually lodged. The 
^ imperial Bank in particular with its branches all over the 
country is much availed of by smaller banks for the 
purpose. 

Before the first World War, investments in **Lands, Build- 
ings, and Machinery’* rarely exceeded 2 per cent of depo- 
sits. In post-war years, this head discloses a continuous 
increase, approaching the substantial fraction of IS per 
cent of deposits. It is to be presumed that most of these 
acquisitions have been involuntary— the property falling 
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;into the hands of the bank 'as security surrendered for 
'Unrealizable loans. 


It is in no way strange that the last agricultural collapse 
should leave some trace on the position of the bank, located 
as it is in the great wheat granary of India. The balance 
sheet of December 1928 had returned Rs. 6 lakhs under 
the head “Bad and Doubtful Debts**. The new auditors in- 
sisted on putting the figure in the next balance-sheet at 
Rs. 11.9 lakhs, “to which the directors, to be on the safe side ^ ^ 
agreed, although holding somewhat different views.** This 
figure has remained stable,* new bad debts perhaps taking 
the place of old ones which are either realised or written^ 
off. This item &nd the previous item of fixed assets ar^ 
obviously difficult accounting points in the balance sheets. 

In the disturbed years 1912-20, when its investments were . 
low and its lock-up in land and property was negligible, 
the ratio of cadi to deposits was rarely below 15 per cent 
and generally much above it. The situation has changed 
much after the World War I. The cash ratio has declined, 
fluctuating within a wide margin of 4 to 8 per cent but 
approaj^ing the higher limit in recent years. 

It would be an imwarranted misreading of the history 
and position of the bank to take ithe foregoing fects by 
themselves. An important clue to the position and policies 
of any lies in the composition of its deposit-liabilities. 

It should be noted that in the case of the Punjab National 
Bank, fixed and savings deposits are apt to be as high 
as 75 and at times even 80 per cent of its total deposits. 

Its limited obligations on account of current accounts ]^r- 
mits it a degree of freedom which would be inappropriate 
and even imprudent in the case of other banks. In this con- 
nection, it is well to point out that^e bank made an un- 
accountable change in its pres«itatiorf of figures in 1937, 
Till that year, savings deposits were included under the 
bead “fixed deposits.** From that year, savings deposits ^ 
are coupled with current deposits. Since current deposits 
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.;ittVe in recent years^ the/ ^ 

^ as raising suspicion of a desire on the pe^' bf 
authod^ to conceal the 


^ had in 1938, 48 branches the bulk of which 

' ^ in the Punjab. Its resourcea^ per branch 3'| 

:: aVd^aged tp Bs. 15 lakhs only. Among the Big Five, it has^^^^^^^;^ 5 
the smallest volume of resources per branch. ^ 


Like some other Indian joint^tock banks, l^e Punjab 
^ National Bank has had its difficulties and its critics. The 
' report of December 1916 notes **with regret that the Arya 
Ptttrika, which recently started, made a mountain out of a 
molehill by its dark references to the loss the bank may 
suffer by the conduct of the local director of the Ludhiana 
branch.** Actually, the loss could not- have exceeded 
Bs. 45,000. The bank suffered another small mishap in 
June 1917 when its accountant and cashier of the Bombay 
' branch absconded with Rs. 45,000. The selection of bank 
perkmnel and the control and inspection of branches are, 
it is to be very much feared, very weak points with many 
^ Indian banks. 


The average rate paid by the bank on its deposits tends 
to be a little lower than what is paid by the Allahabad 
Bank whose rates tend to the highest among the Big Five. 

' More than 4 per cent during the war, the average ^as a 
little higher during the twenties and declined faster than " 
the rate of the Allahabad Bank during and after the Depres- 
: Si^. But its rate of earning has been always inferior to 
that of the Allahabad Bank while its ratio of expenses is 
V Ihe 1^^ among the Big Five. 

Depression, the bank had paid dividends as 
as 7 (1903), 10 ^1912), said 15 per cent (1927). In 2 
2" z^^emit it hfe maintained it at much more modret ;2 
r.: 1^^ 5 Ip 6 per^^l^ in The value of its shares Which ; 

/ 0 Q^ .as hi^ as Bs. 161471 (1927) declined 

:de{S'f^on y^ /1933 and- are ’bow:.^ 
'.'22 
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UBADim INDIAN JCXDIT-STOOIL BANm «*1 V ^ 
The AOaliabad Bank" 

The Allahabad Bank of India is the oldest among “Indian** 
joint-stock banks. Hegistered in 1865 at Allahabad, it 
started operations in the same year with A paid-up capital 
of Rs. 1.9 lakhs and hardly any deposits. It raised its capi- 
tal to Rs. 3 lakhs by 1870, Rs. 4 lakhs by 1890 and Rs. 5 
lakhs by 1900. A small reserve fimd of Rs. 3,000 only was 
launched in 1867 and with small additions was raised to 
about Rs. 1 lakh in 1880, a little above Rs. 3 lakhs in 1890 

and almdbt Rs. 10 lakhs in 1900. . . 

0 

The progress of deposits was very slow; 80 per cent of 
d^osits in 1870^ its capital and reserve still amounted to a^ 
much as 22.8 per cent as late as 1880. After 1880, th^ 
progress was quickened but it was during the remarkable 
closing decade of the last century* that the bank grew to 
impressive size. Its deposits which amounted to Rs. 59 
lakhs only in 1890 passed Rs. 2 crores by 1900. The ratio 
of capital and reserve to deposits sank from 12.3 per cent in 
1890 to as low as 6.6 per cent in 1900. 

It 4 M^pted a cautious policy of expansion. It opened its 
first branch at Cawnpore as late as 1888 when its aggregate 
resources were well over Rs. 40 lakhs. Even after the out- 
break of the first World War, its branches numbered only 
12 in 1917, when its aggregate resources amounted to more 
than Rs. 6 crores. The subsequent growth was a little more 
rapid. In 1938, its branches, including two pay-offices, 
numbered 56 and were largely concentrated in the Punjab 
and the U.P. Its resources per branch thus aggregate to 
Rs. 20 lakhs on the average. ^ 

In 1922, the P. & O. Banking Corporation made an offer 
of affiliation which was accepted with great eagerness, 90 ^ 

per cent of the shareholders voting in favour. The P. & O. 
Banking Corporation offered a price of Rs. 436 per fully 
paid share of Rs. 100 when the highest pre-war quotation" 

• TdtiM XXI MKl XXII. 
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^ for it was Rs. 365 and the quotation during the hectic d^ys 
of 1920 was never above Rs. 300. 'From the earliest days, 
the Allahabad Bank had never been free of European 
influence and management but now its subjugation was 
cmnplete and official. 

In 1927, a further change in the same direction occurred. 
The Chartered Bank of India, Australia and China pur- 
chased 196,059 out of 259,416 shares of the P. & O. Banking 
Corporation. A great exchange bank thus acquired an 
•^vecwhelming foothold in the interior of the country. 

The progress of deposits during the first decade of the 
present century and the first World War was so rapid that 
in spite of the quadrupling of the paid^ip capital and 
reserve of the bank in the first twenty years, their ratio to 
deposits remained low at about 7 to 8 per cent. The 
subsequent history reveals a stabilisati<m of resources and 
the ratio. 

During the war years, it kept its investments prudently 
’ low and maintained its advances and loans at about 60 per 
cent and more. The policy was reversed after the first 
World War, loans and advances falling to about 50 per cent 
and less and investments increasing from less than 5 per, 
cent to 20 and later 30 per cent. The stagnation of post- 
1929 years confirmed the trend, loans and advances falling 
below 40 per cent and investments improving to 40 per 
cent and more. 

Almost the whole of its investment portfolio consists of 
government securities. Since 1922, the Bank developed for 
some time the practice of holdii^ 2 to 4 per cent of its 
deposits as Short Deposits with other banks. Its portfolio 
Of bills has been always substantial, generally exceeding 
8 per cent but in Teceat years as in the case of all other 
banks, it has fallen very low — as low as 2 per cent. , 

At no time during the last 30 years has the cash ratio 
fallen below 10 per cent and more often than not, it has 
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been above 15 per cent.. When treasury bills were avail" 
able at the fall of the year, it has tried to' lay by a stock of 
them — sometimes as high as 10 per cent and more of its 
deposits. These facts taken together indicate how the bank* 
has been stnmg in its desire to maintain a liquid position. 
When it is recalled that its fixed deposits tend to be about 
70 per cent of the total, ie., lower than in the case of the 
Punjab National Bank only, its position appears almost im-, 
pregnable. Besides, we must note that recent years have 
seen a remarkable growth of Saving Deposits, which as a 
point of strength stand midway between fixed and current* 
deposits. Till the year of affiliation, saving deposits never 
exceeded 2.5 per cent of the total. Since then, they have 
grown fast till by 1936-37, they were higher than 11 per 
cent. 

ITie Bank of Allahabad opiates chiefiy in the U.P. and 
the Punjab. Before and during the first World War, its rate 
of earnings used to be generally between 5 and 6 per cent 
while the average rate offered on deposits varied between 
2.5 and 5 per cent. The margin of gross profits was there- 
fore q>iite a generous one — ^the rate working out at 2.0 and 
2.5 per cent. Its ratio of expenses in those years was, how- 
ever, inferior only to those of the Imperial Bank of India, 
Bank of Baroda and the Bank of India and its net profits 
rate was quite respectable — ^varying between 0.75 and 1.0 
per cent. 

In the period of high interest-rates and more acute 
competition which succeeded the first World War, the 
AUahabad Bank has been paying rates on its deposits which 
are generally higher than those of any other bank barring 
the Indian Bank of Madras which, l),owever, is in a class by 
itself. Before the Depression, the avefhge rate on deposits 
was generally between 4.5 to 5.5 per cent and even 6 per 
cent and since ttien, it has fallen to somewhere below 4 per 
cent. The rate of earning had increased to somewhCTe* 
between 6.5 and 7.5 per cent in prfe-Depression years and 
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fell to 5 per cent th^es^ter, leaving practically the same 
profit margin as before. 

*• The expense ratio of the bank has, however, gradually 
moved up and shows no fall even after the Depression. Th^ 
creation of branches explains it very largely — the average 
resources being only 20 lakhs per branch which is more^ 
than twice the figure for tibe Indian Bank but less than the 
figure for any other of the Big Five. The Allahabad Bank 
deserves commendation on the ground that among the Big 
‘Five, it has always devoted a good fraction of its gross 
profits So salaries of employees. Even before 1920, this 
fraction was well maintained at 40 per cent and above. 
But since then, more branches have comfe into existence 
and the fraction of salaries has mounted up to 55 per cent. 

The rate of net profits, always the lowest among the Big 
Five has fallen still further after 1920. It has maintained 
itself with difficulty at 0.50 per cent. 

Its rate of dividend was 15 per cent till 1905, rose to 17 
per cent in 1906 and 16 per cent in 1908 — the last rate 
being maintained consistently till now. Its reserve fund 
has stood at about the same figure as in the last War, which 
means that net profits have been entirely used to bolster 
the dividend rate. During the War, much less than 
half the net profits used to be paid in dividends — which was 
certainly a very conservative policy. The price of its 
ordinary shares which stood between Rs. 254 to 270 as early 
as 1907 rose to Rs. 355 to 365 in 1913 and declined to less 
than Rs. 300 by 1920. 
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The Allahabad Bank of India 
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The AUahebad Bank of India — continued 
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TABLE XXII . 

Tlie Allahabad Bank of India 

(Percentage to Deposits) • 
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The Allahabad Bank of India— Conid. 
(Percentage to Deposits) 
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Hie Bank of Butoda* 

Hie Bank of Baroda was established in 1909 under the 
patronage of the enlightened Ruler of that State and with 
an assured volume of working resources as incidental to the 
management of State revenues and expenditure. 

As early as 1912, its deposits reached the neighbourhood 
of 1 crore and the ratio of capital and reserve to deposits 
stood well above 10 per cent. When the 1st World War in- 
flated its deposits from about 1 crore in 1914 to more than 5 
crores in 1920, the authorities took the precautionary stAp ^ 
raising its capital and reserve to 20 and 12 lakhs respec- 
tively in 1918 in the first instance and again in 1921 to 30 
and 17 lakhs respectively. Its reserve has been steadily 
augmented till in 1938 it reached 25 lakhs. The progress of 
deposits has been, however, so steady that the capital and 
reserve ratio has not been much above 8 or 9 per cent and, 
sometimes indeed has fallen below these levels. 

The authorities took steps in 1939 to remedy this falling 
ratio of owned to borrowed resources. Shares were issued 
at a premium of Rs. 45 per share and paid capital was 
augmented from Rs. 30 to 31^ lakhs. The premium money 
was used to raise the reserve from 26i to 55 lakhs. 

The bank opened its first branch at Bombay in 1919. By 
1938, it had established 23 branches most of which were 
concentrated in Gujarat and Kathiawar. Its average 
resources per branch stood in that year at a respectable 
figure of more than 30 lakhs. 

Except for the years of the First World War, when the 
percentage to deposits exceeded 80 and even 90, the 
aggregate of loans and advances fias^been generally less 
than 55 per coit and in the recent post-Depression years, 
it has been as low as 30 per cent. Its bill-portfolio has 
occasionally readied arresting size but as a post-waa» 

• lUitoXXin ■od XXIV. 
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practice, the bank has been inclin«i to a larger and 
largar outlet for its funds in investments. Government 
securities account for as high a percentage of deposits as 
35 and 40 per cent but the years after 1st World War 
have witnessed a remarkable rise in Railway and other 
Debentures and Ordinary Shares of public companies. 
During the present decade, these latter investments have 
been well above 15 per cent. 

The bank has mamtained a high cash ratio. G^erally 
"above 15 per cent, it has never fallen below 12 per cent. 
Till the Depression produced its effects in recent years, the 
proportion of fixed deposits was rarely below 60 per cent. 

Most banks in India suffer from time to time from some 
chronic malady which public imagination attaches to it as 
its special weakness. The malady to which the Bank of 
Baroda is prone is periodic rumours of withdrawal of State 
funds and support. In 1925 and again in November 1933, 
these^mours, even though utterly unfounded, succeeded 
in causing temporary runs on the bank. 

Its rate of gross profits is the lowest among important 
Indian banks — and till recently showed a tendency to de- 
cline. Well over 2 per cent during and before the 1st World 
War, it has fluctuated very much thereafter, being genendly 
between 1.40 and 1.60 per cent. This modest rate may be 
partly due to the high liquidity of the bank’s assets in 
general. We have noted the high proportion of its cash and 
its investments. Partly, this should be ascribed to the fact 
that its chief area of operation is Gujarat and Kathiawar 
where funds are relatively more abundant and competition 
among banks and private lenders - decidedly ke^ 

Its expense ratio is also low, being inferior only to the 
Bank of India’s. The Bank of Baroda has <nily a few 
branqj^es and its average resources per branch are high. 
*being somewhat smaller than the Central Bank’s. Till 1933, 
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ite expenditure on salaries also was less 'than that of any 
other bank — being less than 30 per cent of its gross profits. 
A large volume of resources relatively to the size of the 
organisaticm is probably a part of the secret of its lopr 
expenses ratio. 

Although the rates of gross profits and the expenses ratio 
are both low, the former is relatively so modest that the 
differ^ce between them i.e. the rate of net profits compares 
unfavousably with those of the Imperial Bank, the Central 
Bank of India and the Bank of India. The rate also shoW^ 
a progressive decline. Well over 1 per cent before 1924, 
it has never reached those levels again, 0.60 to 0.80 per cent 
being the usua? range. 

Altogether, the bank seems to have reached the maximum 
p(^t of exploitation of the area over which it operates. 
For further growth and conquest, it must look in the future 
more and more to other parts of the country and to other 
lines of business. 
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TABLE XXIV. The Bank of Baroda 

(Percentage to Deposits) 
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The Bank of Msrsoie* 

The Bank of Mysore was established in 1912 with the 
active patronage and support of the State. Its paid-up 
capital was Rs. 10 lakhs, the State holding l/3rd of its 
shares. The State retained in its hands the right of general 
superv^ion and, what was much more important in those 
days, the right of audit as well. A proportion of the direc- 
torate was to consist of State ofScials. The bank was 
entrusted with the management of state funds which, in the 
earlier years, equalled the paid-up capital of the bank. 

** Im 1915, the aggregate liabilities amoimted to about 50 
lakhs of which the paid-up capital and State funds accoimt-; 
ed for a little more than one-half. By 1919 and 1920, the 
deposits of the bank reached 1 crore and oA the eve of the 
1929-30 crisis, nearly 2 crores. 

During the Depression, the bank fairly maintained its 
ground and after the recovery of 1934-35 recorded further 
progress till its deposits reached 2i crores in 1938. 

A remarkable feature of its recent history is the impres- 
sive growth of savings deposits or as the balance-sheets 
describe it more appositely, “thrift deposits.” Between 
1914-1926, these -deposits rarely amounted to 2 per cent of 
total deposit liabilities. After 1926, they increased progres- 
sively till in 1938, the percentage was well above 14. 

Before the Depression, loans and advances of the bank 
were apt to be more than 75 per cent of deposits and i£ is 
significant that even after the Depression, the percentage 
has rarely fallen below 65 and even then, not in any 
appreciable degree. Its bill portfolio has rarely exceeded 
5 per cent of deposits. 

As in the case of other banks, this conclusion of Peace 
and the expected fall in interest-rates proved a strong 
inducement to increa^ investments. Less than 5 per cent 
of deposits before 19&0, investments increased steadily till 
in more recent years, they have tended to be in the 
neighbourhood of 30 per c^t and even more. Till the 
onset of the Depression, tiiese investments used to be held 
almost wholly in Government of India Secuiities. Ihere- 

* Tablet XXVVad XXVI. « 
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after, the shares of Mysore Government loans began to * 
increase till they were a close second to Government of 
India Securities. In the last three or four years, governm^t- 
guaranteed and miscellaneous securities have also reached 
an appreciable size — being above 8 per cent in 1938. 

On accoimt of the predominance of loans and advances, 
however, the investment portfolio of this bank is smaller 
in size as compared with those of other banks. 

Changes in the size of loans, advances and investments 
are explained to a certain extent when the cash-ratio of the 
bank is examined. Till 1922 the cash ratio used to be very 
high as a rule, generally above 20 per cent, of deposits, 
in fact. It shows a sensible decline thereafter to as lo'ty 
levels as 11 and^lS per cent. In the year 1938, it has sunk 
as low as 7 per cent but in the earlier two or three years 
the fall was partly compensated by 3 to 5 per cent of 
deposits being held with other banks. The bulk of the 
increase in investments has thus taken place at the expense 
of cash, a procedure justified somewhat by the rapid 
growth of saving deposits. 

The bank, although well-managed, has had its phases of 
district and the difficulties springing frcnn it. Perhaps, it 
experienced its most difficult time when the failure of the 
Alliance Bank of Simla created nervousness and doleful 
speculations about Indian joint stock banks. Critics claimed 
to have discovered that a large amount of about 25 lakhs had 
been lent without adequate security to directors or ex-direc- 
tors, either personally or through the medium of concerns in 
which they were directly interested. The shareholders 
appointed a committee of investigation on 25th July, 1925, 
l%e inquiry disclosed that the security behind the loans 
was more than adequate, that no preferential treatment 
had been accorded in the matter of rates charged and the 
loans were being liquidated on ducf dates. 

Including its head office, the bank has at present 18 
branches. Almost all of them are. in the territories of the 
M3rsore State. The deposits per branch work out at aboi^ 
14 laldis on the average. 
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The Indian Bank* 


The Indian Bank established in 1907 is at present the 
largest of South Indian banks. 

* Its progress in the earlier years was slow — a fact indicative 
largely of smaller banking potentialities of South India. 
In 1908, its paid-up capital was about 10 lakhs and its 
deposits a little more than 8 lakhs. By the crisis of 1913-14, 
it had succeeded in building up a reserve of 1^ lakhs and 
accumulated deposits of more than 30 lakhs. The spun- 
aor^ of the bank were singularly fortunate in that the 
1913-14 crisis did not penetrate into South India and they 
could say with justification that bank failures ‘*have not 
affected us.” , 

It was not till 1925 that the deposits of the bank passed 
1 crore. By 1932, they were in the neighbourhood of 2 
crores and by 1938, they approached 3^ crores. 

Much of this recent increase in resources has to be 
ascribed to vigorous extension of branches. Till 1935, 
branches numbered only 6 which gave an average volume 
of resources per breuich of about 20 lakhs of rupees. The 
number increased to 15 in 1930, 26 in 1936, 33 in 1937 and 
40 in 1938. The average resources per office fell to about 
9 lakhs in 1938. This extraordinary extension of branches 
was the outcome of unusual banking conditions in the 
.South which ultimately ended in the banking crisfe of 
South India centering round the collapse of the Travancore 
National and Quilon Bankf 


With increase in resources, the bwk adopted a prudent 
policy of adding to its reserve. Its capital was increased 
slightly to about 12^ lakhs in 1930 and about 13 lakhs in 
1938 but its reserve was augmented much faster and caught 
it up by 1935. Only lakhs^ in 1920, it was raised to lO’ 

* Tables xxvn and xxihn. 
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lakhs in 1930 and is still maintained at that figure. *The 
ratio of capital and reserve to deposits has nevertheless 
steadily fallen from weU above 20 to 25 per cent prior to 
1920 to about 10 per cent by 1935 and less than 8 per cent 
in subsequent years. 

Its loans, advances and biUs which are not separately 
stated amounted usually to more than 100 per cent of 
deposits till 1925 and before the crisis of 1929-30 ranged 
above 80 per cent. After a great shrinkage to less than 
40 per cent, they have recovered recently to about 65 to 
70 per cent. The figures for the last few years show 'that 
the proportion of bills in the aggregate of loans, advances 
and bills has been quite high, about l/7th to l/4th of the 
total. * 

Its investments which are composed almost entirely of 
government securities were below 5 per cent till 1920 and 
have only risen after 1925 to 15, 20 and 25 per cent of 
deposits. In the last few years, the bank has shown some 
inclination to pay attention to Native State loans and 
shares of joint stock companies. 

The cash ratio of the bank has been always impressive, 
standing always above 15 per cent and sometimes in the 
neighbourhood of 20 per cent. 

It would be strange if banking institutions in the South 
stood above other institutions in being free from communal 
infiuences. As a matter of fact, the infection is too all- 
pervasive for a bank to escape it. The following extract 
from the speech of the bank Chairman proves how great 
is the need of vigilance on this point. '^There seems to 
be an impression in some quarters that the Nattukottai 
Chetties are unduly favoured by this Bank in the matter 
of loans. In the sense that a much larger amount is lent 
to them than to non-Nattukottai Chetties, it may be true 
to some extent. . . . The bank has sustained no loss by . 
reasons of loans. to the Nattukottai Chetties, but on the 
other hand, all the comparatively little loss it has sus- 
tained (is) by reason of loans made to non-Nattukottab 
Chetties ... if Nattukottai Chetties are not to be encour- 
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aged * to the extent they are, our money is likely to lie 
locked up/’ 

The particular impression dealt with by the Chairman 
was most probably without any substance. But recent 
events cqnnected with the failure of the Travancore 
National & Quilon Bank prove that there cannot be over- 
cautiousness on this head. The facts so far as they can 
be ascertained seem to be these. The shares of the Indian 
Bank are held largely by the Nattukottai Chetties who 
are consequently in a strong position to mould the policy 
of* the bank. They may have made use of their powei; 
as alleged to secure advances to their own community 
members on the basis of mere two name paper. In certain 
years, these advances on personal credit ha^e been almost 
as large as the deposits of the bank while advances against 
goods and for trade purposes have been only a fraction, 
from about l/13th to 1/lOth of advances. The Chetty 
firms themselves engage almost exclusively in banking 
and not in trade. In other words, the funds of the bank 
are not available directly for trade of the country but only 
indirwtly through the lending operations of the Chetties. 
What gives a tinge of bitterness to the complaints is the 
fact that the deposits of the bank are not drawn in any 
appreciable measure from the Chetties who have other 
outlets for their money but from other classes and com- 
munities, salary-earners and wage-earners. The baftk 
prefers the security of the Chetty intermediary to that 
of goods or other assets and earns perhaps a higher ratr^ 
of interest. This should explain why the Indian Bank 
avoids investments and holds such a large proportion of 
funds in loans, advances and bills.* 

The Indian Bank carries on its business in the special 
circumstances of South India. These might be described, 
in one phrase as paucity of bankable resources. In spite 
of this paucity, moderation has been the keynote of rates 
which the Indian Bank offers on its deposits. Till the 
OTiset of the Great Depression, the average rate paid by 

^ ComiimWt July 25th, 1925 ; and July 18th, 1825« 
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it on time and demand deposits tended to be next to those 
paid by respectable banks in the Punjab and the U.P. In 
the twenties and till 1931, rates from to 4 per cent were 
the general rule. Since the Depression, the rates of Utie 
Indian Bank are exceeded by the Allahabad Bank of India 
and the Punjab National Bank only. 

Moderate as its deposit rates are, the requirements of 
capital in the South exceed supplies by such a margin 
that the returns on funds invested are the highest among 
those of which we have record. The earnings of the 
Indian Bank per cent of resources employed represent, 
as pointed out above, only the minimum average charges 
paid by its clientele. When we take account of the inter- 
mediary services of the Chetties, the cost of finance to the 
public must turn out very much higher than this minimum. 
Yet, the rate of earning of the Indian Bank was perhaps 
the highest among the Big Seven till 1925 and now after 
the Punjab National Bank, it is the next best rate earned 
among the Big Seven. Till 1931, the earning rate was 
commonly above 6i per cent. After 1931, the rate has 
been rarely below 4 per cent. Perhaps, the predominance 
of qnffee, rubber and other agricultural interests in the 
clientele of the bank partly explains the high level of these 
rates. 

The margin between the average rate paid on deposits 
and the rate earned on assets is apt to be as wide as 
2i to 3 per cent and even more and the rat-e of gross 
profits has been always the highest among big banks and 
only recently after 1925, has become inferior to that of the 
Imperial Bank. The latter has rarely fallen below 3 per 
cent. 

The advantage of the highest rate of gross profits was 
much reduced by the fact that tiy 1925 'the expense ratio 
was alsQ the highest among those bafiks of which we have • 
any record. This could not be due to any special expen- 
siveness of carrying on banking business in South India. 
Clerical labour is notoriously cheap in those parts of the 
country. Yet, the fraction of gross profits paid as salaries 
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which was about 20 to 25 per cent before the close of 
the first Great War has mounted to 30 per cent since. A 
fraction of 25 to 30 per cent, holds good for some of the 
most highly staffed and expensively managed banks in this 
country like the Bank of Baroda, Bank of India, etc. After 
1925, its eacpense ratio is showing itself to advantage as 
compared with those of the Imperial Bank and the Allaha- 
bad Bank of India. 

The explanation of this high expense ratio and particularly 
tl^ recent increase in the proportion of expenses *to gross 
profits lies in the extension of branches and the small 
volume of resources per branch. With 26 branches in 1936, 
the resources per branch were Rs. 12 lakhs^only. With 40 
branches in 1938, the resources per office dwindled to 9 
lakhs. The Allahabad Bank which stands immediately 
above it in point of resources per office or branch has an 
average of 20 lakhs. It is hardly surprising in these circum- 
stances that the Indian Bank is one of the most expensive 
to run among the big Indian banks. That its fraction of 
expenses to gross profits is not higher than those of some 
other banks in the country is understandable only on the 
assumption of poor salaries paid to employees. 

In spite of its high expense ratio, however, its rate of net 
profit was the highest among leading banks till the 
Depression years 1935-38. It redounds to the credit of the 
management that ever since the first Great War, it has used 
a large part of the net profits to add to the reserves. Only 
3 lakhs in 1918, the reserve improved to 6 lakhs in 1923, 
9 lakhs in 1929 and 13 lakhs in 1935. Today the paid-up 
capital and reserve are equal, although their ratio to 
deposits has fallen rather low. 

The dividend declared in 1908 was only 4 per cent and 
was raised gradually to 7^ per cent till 1920. By 1927, it had 
reached 12 per cent, bnd with an occasional increase in a 
year or two, it has been maintained at that figure. The sum 
^verted to dividends has been about a half of net profits, 
wbich is not excessive according to the usual policies of 
banks in India. 
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TABLE XXVIIL The Indian Bank 

(Pfsteentafe to Depoaiti, Dee. Slat) 
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The Union Bank of btdia* 

The Union Bank of India was started very recently, in 
1919. Its paid-up capital was impressively large-being 40 
lakhs, and recently the bank has built up a reserve of* 7 
lakhs. In spite of its own large funds, its acquisition of 
deposits has been rather slow— indicating either that the 
banking potentialities of Bombay City are already well 
exploited or the Union Bank has confined its activities to 
those classes which are already well served by pre-existmg. 
banks. %y 1929, the deposits of the bank passed half a 
crore. The Depression caused the bank a sensible setback 
but it recovered lost ground by 1934 and by 1937, the 
deposits were well above 1 crore. 

In consequence of foregoing facts, the ratio of capital and 
reserve stood as high as 150 per cent and more for the 
greater part of the bank’s existence and even now it 
exceeds 40 per cent. 

Its loan and advances have been 40 to 50 per cent, of 
deposits in recent years and its investments have been 70 
per ttent and more. It is remarkable that cn*dinary shares 
of joint stock companies account for about ^th of the 
investment portfolio. The cash ratio is more often than not 
above 20 per cent. 

It is clear that the bank is still in its initial stages and the 
balance sheet still bears the mark of immature conditions. 


* Tablet! XXIX and XXX. 



I'ABLE XX1X« Th6 tJnloii Bank of India. (March Qlst) 
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TABLE XXX. The Union Bank of India 


(Percentage to Deposits) 
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The Bank ef Bdhar* 

Judged by its long life, the Bank of Behar is one of the 
senior banlos in the country, its year of establishment being 
1911. 


It had a very modest, almost obscure beginning. In 1911, 
its paid-up capital was only a meagre Rs. 7000, as against 
authorised and subscribed capital of 10 lakhs and 2i lakhs 
respectively. By 1913, the bank created a reserve of Rs. 
3,000. The deposit liabilities against these slencjer owned 
resources amounted to Rs. 6,000 only. 

In its earlier stages at least, the bank engaged in fire and 
life insurance business as well. 

Its paid-up capital was raised very slowly, to Rs. 36,000 
in 1913, a little over a lakh in 1917 and 1^ lakh in 1920. The 
reserve in these years amounted to 3, 32 and 85 thousands 
only. It attracted a respectable volume of deposits, 5 lakhs 
and over in 1913, 8 lakhs in 1917 and more than 13 lakhs in 
1920. 

Thereafter, steps were taken to expand the capital 
structure of the bank. In 1938, the capital exceeded 13 lakhs 
and deposits stood at 120 lakhs. 

The ratio of capital and reserve to deposits has been in 
the neighbourhood of 10 per cent in recent years. Its 
investments are rather slender, about 5 to 10 per cent of 
deposits only^ The bulk of its deposits from 70 to 80 per 
cent, in fact is placed in loans and advances. The bank 
maintains a high cash ratio— 20 per cent and more. 


• TiOiles XXXI and XXXII. 
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TABLE XXXII. The Bank of Behar 

( Percentage to Deposits ) 
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Chapter VII 

ECONOMY AND EFFICIENCY OF INDIAN BANKS* 


THE gross profits of a bank are the difference between 
its total eamingst and the interest it pays its depositors. 
In other words, gross profits represent the cost which the 
public has to bear for the services of banks as inter- 
mediaries. Changes in gross profits may occur either 
because earning and deposit rates are not accurately 
adjusted to each other or because the costs of banking 
business* have altered. Maladjustments between earning 
and deposit rates can be only temporary and therefore are 
not relevant factors in long period changes. Under com- 
petitive condit^ns, long period movements in gross profits 
are as a rule the expression of changes in costs of bank- 
ing business. 

Gross profits are best expressed as a percentage of 
aggregate resources, capital, reserve and deposits which are 
employed in earning themj: 

Among big Indian joint stock banks, the highest rate 
of gross profits is earned by the Imperial Bank of India. 
Actually, the rate is much higher since the Imperial Bank; 
foll^ing the practice of British Banks, excludes taxe^ 
payable by it from the figures of gross profits. Till the 
Depression cut into its profits appreciably about 1931 and 
tl^e statutory changes of 1935 deprived it of a portion of 
interest-free funds, the rate rarely fell below 3.20 and was 
usually very much higher. Self-evidently, new areas and 
classes with which the bank was brought into contact 
through its new statutory branches created very largely 
between 1921-1926 have not caused any adverse changes id 
the rates paid on deposits or the lubrativeness of its busi- 
ness. Even after the Depression, the rate continues pretty 
high, never falling below 2.50. Tbcse rates may be com- 
pared with that of a typical big Sritish bank like the* 


^ Beferenoes throui^out Are lo Tablet XXXlll and XXXIV. 
t Table VII and pp. 
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J^arclays which earned 2.4 per cent in a fairly normal year 
like 1926. 

The lowest rate of gross profits is earned usually by 
the Bank of Baroda. Except for a sporadic fluctuation in 
deports or in gross profits here and there, the Depressioil 
seems to have affected this bank but little. Its rate of 
gross profits has rarely fallen below 1.50 and levels above 
1.70 and 1.80 are pretty common, particularly in pre* 
Depression years. 

A close examination of the figures for the leading six 
batiks of India makes it clear that there is no evidence 
of any tendency to a secular fall in the rate of gross profits. 
In the case of some of these banks, the onset of the Depres- 
sion caused some recession in the rate of ^oss profits but 
there is more than ample evidence, in recent years, of 
recovery to accustomed levels. 

This evidence of recovery is again very remarkable since 
in the last few years, Indian joint stock banks have added 
to their branches in a most striking manner. It will be 
recalled that in the case of many of them the volume of 
resources per branch has shown substantial declines. Yet, 
the tendency of gross profits rate to maintain itself proved 
that we are far from reaching positively unprofitable 
classes or areas in the country. 

The net profit of a bank is the balance of gross profilr^ 
over and above the expenses incurred in the management 
of its business. Changes in net profits over a period of 
time indicate whether changes in the size of a bank have* 
brought with them economies or diseconomies of mana- 
gement. Net profits of banks relatively to each othei 
throw light on their relative efficiencies of management or 
organization as well as their special problems and diffi- 
culties. Net profits are thus a matter of deep concern both 
‘tO shareholders and the community at large. 

Net profits are again best expressed as a percentage of 
the aggregates resources, capital, reserve and deposits which 
Are employed to earn them. The difference between thd 
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rates of gross profits .and net profits gives us the expense 
ratio.of banks per unit of resouraes.* 

The Imperial Bank of India maintains again the highest* 
rate of net profits. Till the Depr^on produced its effects 
by 1932, the rate moved well above 1.50 reaching as high 
as 2.0 in the boom year 1921 and 1.85 in the normal yeat 
1927. 

The Bank of Allahabad or the Bank of Baroda tends gene^ 
rally to show the lowest rate of net profits. The Bank of 
Baroda, *it will be recalled, has the lowest rate of poss 
profits and its expense ratio shows itself to advantage* as 
compared with many banks in this country. Its low rate 
of net profits ^ therefore due to causes which operate on 
its gross rate and which we have analysed elsewhere.f 
The Allahabad Bank reveals a different situation. Its 
rate of net profits, although low, has been remarkably 
stable. While it reached levels much above 0.80 during the 
war, it has been generally in the neighbourhood of 0.50 
and sometimes above it in post-war times. 

The Depression makes it difficult to speak about any 
secular tendencies of net profits. While gross profits fell 
and^ recovered, different banks were able to ri'duce their 
expenses in different degrees. Most of the banks found 
their expense ratio actually mounting up while one or two 
li|ce the Bank of Baroda and the Central Bank of India suc- 
ceeded in checking the rise. The Imperial Bank seems to 
have succeeded most, due probably to its growing Indiani- 
sation.^ 


* Mat ProUta ( ParcMtaga of RMMircM. ) 
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Salaries paid to the staff are at once the most important 
and unfortuiuttely the most elastic head of a bank’s expen- 
t diture. They are best expressed as a percentage of the 
gi^oss profits of a bank, gross profits being the direct source 
out of Which they must be supported. The Barclays Bank 
showed this fraction for a normal 3rear like 1^26 at 49.75, 
a figure which holds good probably for all the Big Five 
of England. 

In India, this fraction varies from about 25 per cent in 
thf case of the Bank of India to about 52-55 per 'cent in 
the case of the Allahabad Bank. Gcnnparing post-Depres- 
sion years with those immediately preceding, we do not 
find an appreciable rise in the fraction. ^ Over the last 
25 years or so, however, the fraction shows a secular rise. 
It is partly due no doubt to the extension of branches but 
partly it may be due to qualitative improvement in the 
bank personnels. 

The stability of gross profits rates and the secular rise 
in the expense ratios of banks raise the question whether 
our banks have expanded beyond the point of maximum 
profitability. It is not easy to draw definite inferences 
since the Depression has hit different banks in different 
degrees. Their ability to reduce their overhead expenses 
naturally varies. The Punjab National Bank is perhaps 
the worst sufferer, if only the level of net profits is tak^n 
into accoimt. The Allahabad Bank more than maintained 
its position while the Bank of India, the Central Bank of 
India and the Bank of Baroda prev^ted fall to very low 
levels. The net profits rate of the Imperial Bank never 
receded below 1.10 per cent. The tide was generally re- 
versed by 1936 and recovery to pre-Depression levels is now 
only a question of time. 

leaking pre-Depression . years; three banks, namely, the 
IXn^ierial Bank, the Cmtral Baxik of India and. the Bank of 
India showed a rate of net profits well above 1.00 per cent. 
Tb^ Pun jab National Bank and the Bank of Baroda record 
a f ate g^aridiy above. 0.80. The Allahabad Bank, had and 
still has a stable rate of about 0.50 and more. 
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Eacpcarience of other countries sh<Hild throw some light 
on the significance of these differences. The net profits rate 
of Londm btmks between 1861 and 1913 and the rate fm: 
banks in England and Wales between 1874 and 1913 have 
both declined in a progressive manner. In the latter case, 
the decline has been from 1.88 per cent in 1874 to Q.57 per 
cent in 1923. For Barclays Bank, which may be taken as 
typical of the Big Five, the rate for 1926 was 0.73. There is 
DO doubt /ibout the causes of this remarkable decline. Their 
expenditure ratio has mounted up with ruthless consisteaoy, 
the items of expenditure practically remaining the same. 
Increased charges have largely occurred under the heads 
Salaries, Rents,* Taxes and Telephone Charges, items all 
connected with the expansion of branches. In actual 
figures, the ratio of expenses to workhig resources mounted 
up from 0.74 in 1861 to 0.96 in 1914 for all banks in London. 

Per unit of resources employed, there is no doubt that 
the expenses of banking business are very high in this 
country. In spite of a progressive deterioration from 1861 
to 1914, the expense ratio of British banks was only 0.96 per 
cent .in the latter year. Only two banks in this country, 
the Bank of India and the Bank of Baroda show a ratio 
which compares favourably with the Briti^ ratio. The 
example of these two banks, so diverse in the character of 
the territories served, is sufficient proof that special condi> 
tions of India as such cannot explain the difference in the 
outcmne of banking in India and banking in England. The 
expense ratios of these two banks, which vary between 0.75 
to 0.85 per cent are superior to that of a typical big bank 
like the Barclays even. The other big five Indian banka 
have e 3 q>en 8 e ratios which vary between a wide range of 
1.40 to 2.50 per cent. The lower limit is r^resented by 
tile Central Bank of India and the upp^r limit by the Indian ^ 
Bank of Madras. 

C<nnparison with British banks is to an extent unfair'to 
Indian banks since Great Britain represents the mort 
advanced and experienced banking system of tKe worla 
The volume of resources per office and consequently, gross 
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profits are so large in Great Britain that even with their 
much more elaborate organisation and liberal salaries, (mly 
a small fraction out of the latter has to be paid out in 
dtpenses. In other words, the fraction of gross profits 
retained as net profits is the highest in the world. It has 
tended even in recent years to exceed 85 and 90 per cent 
when in other countries like Switzerland and the United 
States 35 to 40 per cent before the crisis and 25 to 35 per 
cent after the crisis have been the rule. Amoz|g Indian 
baiiks the fraction has be^ the lowest for the Allahabad 
Bank (21 to 25 per cent.) and the Punjab National Bank 
(10 to 20 per cent.), moderately low for the Central Bank 
(35 to 40 per cent.) and fairly high for other banks (40 to 
50 per cent.). The Bank of India leads with the highest 
fraction which is generally in the neighbourhood of 55 per 
cent. 

The main factor in the high expense ratios of our banks 
is indisputably the small volume of resources with which 
they have to operate. Modem methods of banking pre- 
suppose certain elaborate organisation and practices. They 
prove cheap only when the resources which are to be 
handled are very large. In India each step in expansion 
means as a rule venturing on areas of lower and lower 
banking potentialities. The outcome is increasing expense 
ratios. • 

The resources per branch of the Bank of India are thrice 
as high as those of the Imperial Bank which ranks next to 
it on this point. It is inevitable, therefore, that its expense 
ratio should be the lowest. Other banks have resources 
per branch which range from about 45 lakhs in the case 
of the Imperial Bank of India to a m^e 10 lakhs in the 
case of the Indian Bank of Madras. In regard to their 
esqoense ratios^ it ^ found that them ranking is 
approximately the same as that which holds for their 
resources ^r branch. 

It' is also true that our banks have yet to develop a 
(^chnique suitable to the conditions and banking resources 
the country. Perhaps, the main weakness lies in the 

a' ■ 
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quality of the personnel which our banks recruit. It is to 
be feared that tiie wastefulness of cheap labour and the ' 
economy of high wages are no more than pious phrases 
even in the highest business quarters in this country. 
Everything seems to conspire to put a premium on every- 
thing exc^t qualifications and ability. Litde has been 
done to develop any special type of training suitable for 
the small and distant places in the countryside or the lean 
outskirts of big places. Premises of Indian banks are apt 
to present the appearance, sometimes of a holiday picnic 
and sometimes of the confusion and disorder of an Indian ^ 
bazaar.* 


little accurate or systematic thought has been devoted, 
to the planning /md execution of bank organisation. Modem 
devices are conspicuous by their absence. Little effort is 
made to distinguish between profitable and unprofitable 
activities, cost accoimting and specific investigations being 
looked on as dangerous heresies. 

The net profits of banks computed as i>ercentage8 of 
capital and reserves vary between 9.01 per cent for the 
Bank of Baroda to 16.5 per cent for the Indian Bank. This 
is indeed remarkable since the ratio of capital and reserves 
to borrowed resources is much higher than in England and 
certainly not inferior to those of other countries, ^e 
corresponding percentages for England, France, the United 
States and Switzerland are markedly lower. In other 


words, the profits available for distribution to 
are quite generous in this country. 




areholders 


• On the oocMion of the inmiffuration of the Sydenhm Collem Batikimr Aemlollon 
in 1984, Sir Alexander Gray, Manager of the Bank of India obeerved. Inter alia~**The ar^er 
ie — the extraordinary expenie of a branch oflfloe In India tm oompared with that In Bngland 
and more eapedally in Si^land. 


In Great Britain, the staff df a new braneh bank may ooosist of nothing but a manager 
and one iunlor clerk, probably an apprenUoe, while a small oflioe at Parel (a poor part 
of Bombay) would require : — 

An Agent, 

Accountant, 

ReoeiviM CMhler, 

sasaT'- • . 

and about Ibur sepoys or hainalir i-.' 

together with an organisation at Head Ofllee to replaoe these man at a moment s notlos in 
of ftekiiws or o ey^y y^ n lff, 

Bat the teal enix of the matter is that the Indian Bank Odiciid reant ley o tg d a 

his own routine work and not only sit in an oBoe ohair and give otdmto^ elerks aar 

at the same thne, I do not siwB that yon shoiddbttadtyliBtate British luuilte 
I would nrir you to study theMd indigenous tmMng oiganisatloo of IndU U, the 
System ** 




It luuB bmi sometimes alleged tiiat banks in India 
distitimte too large a share of their net profits as dividends 
with the object of maintaining Ihe value of their shares and 
creating a qturious kind of confidence in themsdves. Stub 
an allegation could not hold true of the more well-known 
"banks in the country.* In times of exceptionally lean 
profits like those which succeeded in 1929 crisis, dividends 
have been maintained by allotting as large a fraction of net 
profits as 80 to 90 per cent, for the purpose. Such was the 
policy of the most cimservative and well-managed banks 
even Hfee the Bank of India and the Bank of Baroda. But 
orduiarily, the fraction rarely exceeds 60 per cent. The 
share values of these banks follow the course of the stock 
mechange <ycles and give no ground to sus|)ect any undue 
inflation of values. As in the case of the Allahabad Bank, 
their afBliations and other wellknown qualities exercise 
some influence on values over and above tho influence of 
mere relative return. Otherwise, the main evil hi this field 
is the declaration of profits and dividends even though no 
profits or no adequate profits have been made by new banks 
or banks which have yet to establish themselves in public 
esteem. The practice is, however, very hard to eradicate as 
a low dividend is apt to be imderstood as an admission of 
doubtful prospects for a bank. Since the public does not 
and cannot discriminate between prudent policy and admis- 
sion of frustrated hopes, a bank management which has the 
courage to jpeclare a low dividend may find itself inviting 
the very ^saster it is sedsing to avert.t 
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^ Chapter VIII 
THE RESERVE BANK OF INDIA 

# 

IN his annexe to the Chamberlain Commission’s Report, 
Keynes developed the first seiious and comprehensive 
scheme for a Central bamk for India. In view of subsequent 
events, it is a memorable feature of his scheme that he en- 
visaged a combination of Central and commercial banking 
functions, Very much on the lines of the Banque de France. 
The need of a Central bank did not, however, become 'an 
article of accepted faith in India till central banks, indepen- 
dent of goveminent influence, were proclaimed in inter- 
national conferences as the only protection against econoinic 
and monetary chaos of the post-World-War I kind. The Hil- 
ton-Young Commission thereafter discovered or pretended 
to discover “the inherent weakness of a system in which the 
control of cmrency and of credit is in the hands of two 
distinct authorities whose policies may be widely divergent, 
and in which the currency and banking reserves are con- 
trolled and managed separately one from the other.” It 
reject^ the proposal to transform the Imperial Bank of 
India into a Central bank for the purpose in a doctrinaire 
manner and elaborated a scheme for a new Central bank, 
the,main features of which were later incorporated into the 
Reserve Bank of India. * 

It is necessary to recall the background to the present 
Reserve Bank of Indip Act of 1934. For, the main consti- 
tuents of that background still persist and may influence 
the future working of the Reserve Bank in a material 
manner. 

Action on the conclusions of the Hilton-Young Commit 
sion was takgn in January 1927 wittf the introduction in the 
Legislative Assembly of a bill for the Reserve Bank. In 
this bill, the Bank was envisaged as a shareholders’ bank 
with a majority of the Board of Directors elected by diare- 
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holders and a Governor and Governor nominated 

by the Gbvernor-General'in-Councii. A Joint Select Com- 
mittee of the Assembly to which the bill was referred made 
important changes. In the first place, it held that the capital 
of the bank should be supplied by the State since it is an 
invariable experience that the participation of shareholders 
in the control of joint-stock enterprise is a mere myth and 
power always falls into the hands of a self-elective, close 
oUgardiy. Secondly, while active engagement in agri- 
culture, commerce,, finance or industry was a desirable 
qualification in a m^nber of the Board, membership of the 
Indian or local Legislatures or of the Board of Directors of 
Co-operative Banks should not be a bar, as proposed in the 
Bill. Rejecting the shareholders* principle in this manner 
the Committee then proceeded to indicate how the Govern-, 
ing Board of the Reserve Bank was to be created. Six 
members of the Board out of a total 15 were to be elected 
« by the Indian and Local Legislatures and the majority was 
to be Indian. The Committee insisted that either the 
Governor or the Deputy Governor must be an Indian. These 
changes were suggested on the ground that the Executive 
in India in no way represented or was responsible to the 
Indian public and that its nominations meant in effect alien 
political infiuence in the place of Indian political influence. 

At one stage. Government were willing to give up the 
shareholders* principle so far as the supply of capital went 
but insisted that the bill would have **to live or die accord-, 
ing to our success ... in finding a satisfactory directorate.** 
After a visit to London for discussion by the Finance 
Member, however, Government tried to revert to the share- 
holders* principle but the new bill was disallowed by the 
jRresid^t of the Assembly. In February 1928, after some 
efratic voting in the Assembly^ the Government abandoned 
theBilL t " 

. The immediate cause which brought a Reserve Bank into 
existmce was not the monetary and banking needs of the 
countiy but inpmding changes in the Central Government 
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which involved the tralhsfer of the Finance Portfolio and 
Fmance D^rtment to a minister responsible to a Federal 
Legislature. The Second Report of the Federal Structure 
Committee (131h January 1931) described it as *'a funda* 
mental condition of the success of the Constitution that no 
room should be left for doubts as to the ability of India to 
maintain her financial stability and credit, both at home 
and abroad.*’ In the sphere of currency, credit and exchange, 
this mean^ according to the Parliamentary Joint Committee 
on Indian Constitutional Reform (1933-34) that *‘a Reseii^tge 
Bank on a sure foundation and free from political influence 
should already have been established and in successful 
operation before«the Constitutional changes at the Centre 
take place.-'’* The Joint Committee was as a matter of fact 
already anticipated by the Reserve Bank of India Act 1934 
which was piloted through a legislature which could have 
claimed for itself anything except representative character. 

The “sure foundation” of the Reserve Bank was made 
clear in Section 153 of the subsequent Government of India 
Act 1935. No Bill or amendment which affects the coinage 
or currency of the Federation may be introduced or moved 
in either chamber of the Federal Legislature without the 
previous sanction of the Governor-General in his discretion. 
The restrictions relating directly to the Reserve Bank as 
such are even more significant. The White Paper proposals 
which were the basis of the work of the Joint Committee 
had suggested such prior consent only in regard to the 
powers and duties of the Bank as may be included in -a 
Reserve Bank Act. But the Act of 1935 taking its cue from 
the Report of the Joint Committee-?* requires such prior 
consent not only to changes in the “functions” but also the 
“constitution” of the Reserve Bank of India. In the light 
of the previous history of the questien given above, the , 
object behind this extension of restrictions is quite obvious. 

We have already discussed some of the problems involved 
in the creatiem of a Reserve Bank in our examination of the 


* Report jMira 800. 
t tUpentt petft 891. 
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status and working of the Imperial Bank of India before 
193S. On several groimds, the Imperial Bank had a good 
claim to be considered as the most natural heir to the 
privileges and responsibilities of a Central bank. The more 
important among them were, its size and resources, gradual 
but natural tendency to harmonisation of cmnmerctol and 
Central banking functions, the high liquidity of its assets 
secured and enforced by law, a growing friendliness and 
acceptance of its leadership on the part of other banks, the 
c|qar and traditional emphasis on public interests in the 
appointment of its executive, an unmistakable trend 
towards Indianisation in the ownership'of its capital and 
management, etc.* These facts have to be borne in mind 
in assessing the worth and value of the new instituUcm 
created by the Act of 1934. 

Constitution 

The Reserve Bank of India is a shareholders’ bank. Its 
share capital of 5 crores is divided into fully paid-up shares 
of Rs. 100 each.. Any person domiciled in India and any 
company registered under the Indian Complies Act can 
become a shareholder. In the case of persons who are 
ordinarily resident in India but domiciled in some other 
part of the Empire and companies which have branches in 
India but are incorporated imder the law of some other 
part of the Empire, it is a condition of shareholding that 
the government of the parties concmned should not be 
discriminating against Indians in any way. 

Precautions were taken to prevent accumulation of power 
in particular parts of India or in a few hands. Initially, the 
aggregate shares were allotted on the basis of relative 
importance to five eecesk, Bomlmy, Calcutta, Delhi, Ma<^as 
and Rangoon — into which the country was divided for the 
purpose. Secondly, while one vote was. allowed to be cast 
eadi five shares at «dections to the local Board of the 
area concerned, fee maximum number of votes for eadi 

* Cbpt. IV. « 
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shai^old^ was fixed at 10. As was to be expected, how- 
'ever, economic power and inherent tendencies of joint stock 
ent^rise are slowly frustrating both these objects. As 
the law does not prohibit the transfer of shares from the* 
register of one area to the others, the financial power of 
Bombay is gradually asserting itself. Its shareholding 
which amounted to 140 lakhs on 1st April 1935 rose to 205 
lakhs by 31st December 1938, every other area sustaining a 
loss. Again, since the ordinary shareholder imderstands 
little and cires less for the public importance of the Reserve 
Bank but is only interested in the scrip as an investment, 
shares of the Bank are gradually accumulating into fewer 
and.fewW hands. ^ Between the dates mentioned just now, 
the number of shareholders has fallen from 92 thousand to 
about 60 thousand, a decline in which all the five areas 
share more or less. Short of a limitation on the number 
of shares which an individual may be permitted to hold and 
prohibition of transfer frmn one area to another, it is diffi- 
cult to counteract this drift. Leaving out of account danger 
of evasion and arbitrary interference with the values of 
shares it is still very doubtful whether unwilling share- 
holders^will take any interest in elections or prove desirable 
or enligh tened voters. It should not be surprising if as in 
France and fiig lan d, shareholding is in the course of time 
concentrated in a few plutocratic families. 

As the history of several central banks proves, the exist- 
ence of shareholders is as a rule an immaterial factor in 
their actual working. EUther by tradition as in England or 
by law as in France, the United States and elsewhere, the 
day to day executive power and consequently the predomi- 
nant share in the frkmiog of policy are vested in persons 
who acknowledge no responsibility *to juiy one save the 
country at large or immediately, the government of the 
country. This preradent is followed Iw the Reserve Bank 
Act of India in that the appointment and removal from 
dffice of its Governor or D^uty Governors, approval of* 
thmr salaries and allowances, fixing of their tenqs oi (Meet 
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any officiating appointments connected therewith, super- 
session of the Central Board, liquidation of the Bank itself 
are vested in the Governor-General who is to act in his 
^discretion, ^ut this adoption of the practice of other coun- 
tries* is merely one of form only and not substance. The 
relationship of the Governor-General to the people of this 
country has no parallel elsewhere and this deprives the 
arrangement of its usual import and significance. 

^ The general superintendence' and direction of the affairs 
and business of the Bank are entrusted to a central Board 
of Directors. This Board consists of the aforesaid Governor 
and Deputy-Governors, four Directori^ nominated and 
removable by the Governor-General in his individual 
judgment, eight Directors elected by local Boards of the 
five areas and one government official nominated by the 
Central Government. A Local Board is constituted for each 
of the five areas, composed of five members elected from 
among themselves by the shareholders and not more than 
three members nominated by the Central Board and repre- 
senting territorial and economic interests not already repre- 
sented in the Board. Special attention is to be given to the 
interests of agriculture and co-operative banks in these 
nominations. Local Boards are to advise the Central Board 
on such matters as may be generally or specially retired 
to them and perform duties which are delegated to them. 

* \ 

Freedom from political infiuence desired by the Joint 
Committee is secured by two main disqualificaticms which, 
apply to Directorships and M^bership of Local Boards. 
No salaried government official or salaried official of a 
State in India can hold these positions. Membent of the 
federal or provincial .legislatures who desire to hold these 
positions must se^^ their "connection with those bodies. 
Among other persons similarly disqualified are officers or 
employees of bwksjl^other than co-operative banks or per- 
c Sons who do not h^d unencumbered shares of the Bank 
to the nominal value of at least Rs. 5,000. 
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XiMMipflAy and BlanagemeBt of Note-btne* 

The monopoly of note issue is intended to give the Be- 
serve Bank complete control over the volume of cash and 
therefore credit in the country. As a means to the contra! 
of the entire monetary and credit situation, its usefulness < 
may }ye analysed from different angles. 

In* some countries notes or notes and coins which com- 
prise their legal tender constitute the bulk of purchasing 
power, piey are the main media of transactions. In 
others, they hold an inferior status as means of exchange 
which figure largely in the smaller transactions which arise 
from or co-exist with the volume of big transactions. The 
former situation is well typified by France, in' which the 
note circulation of the Bank of France exceeds by a third 
the aggregate time and demand deposits of the Bank of 
France, Parisian banks and provincial banks. Control of 
the legal tender means in such coimtries control of the en- 
tire monetary, system. In countries like England and the 
United States where 90 per cent and even more of the 
transactions are discharged by means of cheques, the de- 
manc^for currency is largely a demand for deposits. The 
requirements of legal tender are apt to be very sporadic 
and to lag a good deal behind the creation of bank money. 
The power to control the volume of legal tender is there- 
fore an ultimate power which is ill-suited for expeditioua 
effects and still less for anticipatory checks. Such coun- 
tries have had to develop close-knit banking systems and 
well-articulated structure of interest rates in which an 
iinpiiiaA released from the Central Bank travels automatic 
cally to the furtherest extremities of the monetary organ- 
ization. The object sought to be achieved is to affect the 
volume of credit directly and not mediately through the 
volume of legal tender. * ^ ^ 

The monetary organisation of India belongs to the fimt 
type. T%Ott£^ the public has been long familiar with three 
<^ef forms purchasing power, namels^ rupees, currency 

^See Cfewt* r IW* ST-S. . ' 
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notes and dieqtiea]>]e di^osits, teieir rdUdive in^KHtel^ 
today is very different fr(nn what it was a few decades ago. 
Institutions^ conditions no doubt set ultimate limits to tha 
use of each form. But within these limits, considerations 
'of convenience, average size of transactions, per head 
income, level of prices, etc., influence the use of each and 
^ere are good grounds to surmise that these factors have 
changed connderably hi the last forty years. On the 
whole, the extension of notes and Ch€li)ues has been favoured 
at the expense of rupees. c ^ 


early as 1913, the receipts of banks in Bengal and 
Bombay showed for rupees as l6w a percentage as 8 to 24. 
as against^a percentage for currency notes of 70 to 88. In 
a poor and* predominantly agriculturll province like 
Madras, the percentage of rupees in the receipts reached 
44 only as against 52 for currency notes.* 


Hie situation must have altered much more in favour 
lof notes when the Hilton-Young Commission deliberated 
<on the currency and banking problems of India. It was 
stated before the Commission that places which at the 
beginning of the century sent their remittances to banks in 
nothing but rupees were sending twenty-five years later as 
much as half in currency notes.t 


Since the post-war boom year 1920, there began a remark- 
able return of rupees from circulation which was much 
intensified later by the deflationary movement of the thir- 
ties. Between 1920-21 and 1937-38, 138 crores of rupees 
have flowed bade into the Currency Ofiice. The note- 
circulation has actually recorded an increase in the same 
period. 


^ It is, thmefore, mot'e than probable that till the mflation 
of the second World War currency notes out-distanced in 
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volume; rapees by a large margin. OfBciid witneaaea in 
placed before the Hilton-Young Commission ei^- 
mates tending to ^ow that including Rs. 85 crores of silver 
coin and bullion then held in the Paper Currency Reserv^ 
the total amotmt of rupee c<^ in issue at .the time was 
Rs. 350 to Rs. 400 crores. Of this huge volume, 150 crores 
only were regarded as serving monetary purposes. Taking 
into account the great return of coins from circulation it 
appears highly improbable that the volume of rupees in 
circulatioik could have been anywhere in the neighbourhood 
of active note circulation which amounted to Rs. 183 croi^ 
in 1937-38* 


As between currency notes and chequeable deposits the 
former still exceed the latter which however are slowly 
gaining over them. If allowance were made for the un- 
doubted greater velocity of deposits, it would be difficult 
to say which predominate.t This might be compared with 
the proportion of deposits to note circulation which is 3 : 2 
in France and 12 : 1 in the United States. 

It is clear in any case that notes and chequeable deposits 
make up the bulk of the purchasing power of the country. 
Contipl of the monetary system means, therefore, mainly 
the control of notes and deposits. Even if rupees held a 
status higher than a mere means for small change, the 
demand for them would record econ<Mnic changes long after 
they have gathered momentum. Besides, there is ample 
evidence to believe that the qurnititativey relationship 
between the three forms of purchasing power is not of an 
invariable kind. 

The presumed close relationship or dependence between 
credit and legal tender, etc., overlooks the natural resist- 
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ance joiy sudden and drastic chanjges in pm^diaging 

power inevitably set up. Hie close dep^idence may assert 
Itself in the Imig but measures of credit control must 
act quickly and with certainty. Indian eaperience itself 
^imish^ illustrations of the high elasticily and mutual 
independence which different forms of ^chimge media dis« 
close in practice. 

In 1920, a hectic sale of reverse councils in the course 
of a few months withdrew from circulation rupees and 
notes to the extmit of 39.07 crores. Nothing, however, was 
deteacted from the volume of deposits. On the contrary, 
during the same months, there was a rise in deposits of 23i 
crores in which the Presidency banks abd Indian joint- 
stock banks shared equally. The rate of the Bank of Bengal 
was higher by i per cent only than in previous 2 years and 
the rate of the Bank of Bombay reached a slightly higher 
level. The burden of the stringency was mainly thrown on 
the open bazar where the rate was 11 per emit as against 
the Presidency banks* rate of 5 per cent. A study of the 
• cash ratios of Indian banks indicates that they are adapt- 
able to changes in monetary conditions within quite wide 
limits.* ‘ 

Ag^, in the 18 years ending with 1937-38, 118 crores of 
rupees have returned from circulation. But there has 
been actually a net absorption of currency notes to the 
extent of 49 crores, a very remarkable occurrence in view 
of the continuous downward pressure on Hie price level. 
Only in one year, 1924-25, was there a return of notes &om 
circulation against an absorption of rupees. The volume of 
deposits, as is to be expected, coptinued stable till 1930 and 
wiHi the expansion of bank branches, etc., grew fast there- 
after. ' 

' Control of the monetary system in India means then very 
laii^ly coofteol of nq^ikme amf control of deposit-curr^cy. 
It was a weakness in the position of the Imperiid Bmik thati 
wbilo ite it some control over 

irarO^t, the qteitecil Of legsd tender was retained by the gov- 
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eminent in its. own hands. The step in the line of natural 
evolution should have been to hand over the management 
of the note-issue to the Imperial Bank. But a new institu- 
tion has been created to undertake both the responsibilities 
Our subsequent discussion will make clear whether the ne^ 
institution reaUy unifies control of currency and credit or 
the old dichotomy of monetary management continues under 
a differmit form. 

(1) Under our present reserve arrangements, which are 
described in detail presently, domestic lack of confidence, 
in the note-issue or an internal drain by presentation of 
notes for encashment is not contemplated as a factor which 
should infiuence«the size of our reserves. Our present 
arrangements are aimed at securing a certain volume of 
gold or gold equivalents in the reserve. GSold do^ not cir- 
culate in the country and indeed the condition of redeem- 
ability, namely, sales and purchases of gold in bars of 400 
oz. each, is intended to discourage raids on the reserve for 
domestic purposes. A small quantity of rupees is no doubt 
stipulated for as a part of the reserve but it is insignificant 
as con^pared with the volume of gold and gold equivalents 
and is' obviously meant to meet the requirements of people 
feu* small change. This arrangement is justified only on the 
presumption that the people of India have full confidence^ 
m the note-issue of the country and in a crisis would be 
quite cemtent with supplies of notes. 

CXir reserve then is held largely with a view to our prob- 
able external liabilities. There are two points to be noted 
in this connection. Any demand on our gold resources is 
now connected directly with our volume of foreign trade 
and only mediately with the internal volume of purchas- 
ing power in the country. As a matter of fact the old view 
that equilibrium of foreign debits lm<^ credits requires a 
continuous eff<xt to maintain the domestic price and in- 
come structure in equilibrium wiUi price and income 
structures abroad contained a large element of exaggera^v 
tion and unreality. Undmr conditions of continuous inter* 



aftiimal trade, it is /tmlikely tiiat jurices and incomes will 
laU out of step very far without calling into action auto- 
matic and immediate correctives. ITie more ^frequent 
causes of disequilibrium are temporary breakdowns of mar- 
l^ts, divergeoces in interest-rates, etc., winch cause a teo)- 
p<nrary*e3GC(^ of foreign debits ov^ credits but which do 
not justify measures to r^trict or diminish the volume of| 
domestic credit. Interference with price and income struc- 
ture is more oftoi than not a necessity arising out of gene- 
ral world movement towards ii^tion m* * deflation. 
Secondly, in so far as movements of our trade-balance are 
influenced by the domestic price-level, it would have been 
more logical to fix the reserve proportion on the basis Of 
notes and deposits rather than notes alonh. 

(2) Although notes form the largest single constituent 
of our purchasing power, it is not to be presumed that the 
state of mon^ and credit will be immediately reflected in 
the volume of notes held in the Banking Department of 
the Reserve Bank. According to present law, commercial, 
banks need hold only a small fraction of their reserves as 
compulsory deposits with the Reserve Bank. While in 
recent years their cash on hand and at the Bank has been 
about 15 per cent of their* deposits, the minimium amoimt 
to be lodged by them at the Reserve Bank is 2 per cent of 
their time and 5 per cent of their demand deposits or on 
the average 3i per cent only of their total deposits. In 
regard to the excess over this minimum, banks have two 
alternative courses open to them. They may hold the 
whole of tl^ excess with themselves in their vaults in 
w^h case it will consist perforce of notes and coin. Alter- 
natively, after keeping on hand a bare minimum of till 
money, the rest could be d^osited with the Reserve Bank. 

j^cording to the* present practice, banks hold quite a 
* laupge proportion Of these excess reserves with themselves 
in their vinlts in notes or com. Coins are probably a small 
Whitle^; ^ conftists of currency notes, per- 

ikme ctirtriSMy nb^ larger denomination. Bven if we 
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MBUin6d th&t the Bijg Five held only 4 pet cent o£ theii^ - ' 
aggregate deposits in 1938-39 in this manner, it would mean 
a reserve in notes in their vaults of about 3 crores. Fen- 
all scheduled banks whose deposits were then about 240- 
crores, the cash actually held as excess reserve would b8 
6 crores out of a total banking reserve of 22 crores. This 
^gure may be compared with notes in circulation which 
amounted to about 185 crores and notes held in the Bank^ 
ing Department of the Reserve Bank which amounted to 
about 28 %rores. The note circulation appearing in tho 
returns of the Central bank included of course, the 6 crores 
which were leally ddrmant in the vaults of banks. 

It is clear tha^ if inflation took the form of more notei 
in public hands, the banks could support it for some time 
without recourse to the Reserve Bank. Intimation to the; 
Reserve Bank may be delayed till banks begin to feel that 
their stock of notes is falling to imprudently low levels. 

If inflation were to take place in the form of deposits, thd 
volume of mutual claims at the clearing house should 
immediately reveal the drift of things. In case a more 
d^hute signal in the shape of a demand for more noted 
is awaited, the commercial banks will receive it first after 
some lapse of time and the Reserve Bank will become aware 
of file situation only when commercial banks decide to re- 
pleniidi their coin and notes. If banks made it a practice 
of holding all excess over till money as deposits at the 
Reserve Bank, intimation ^f credit conditions will reach 
that Bank at a much earlier stage. 

- There is another reason why the practice of holding all 
excess over till money as a deposit with the Reserve Bank 
is likely to promote efficiency of credit control. The liahi* 
lities of the Reserve Bank in the form of notes are regu> 
lated by law by prescribing certain jeserve requirements. 
But the deposits it holds on account of scheduled banks are* 
subject to no such restrictiems. To the extent to whk^ 
these deposits are not .withdrawn in the form of notes td 
meet the requirements of circulation, the Reserve Btfik 



^ can inflate tham to any extent by rediscounts or gruit e£ 
loansi. Since a deposit with the Beaerve Bank is treated by 
banks as equivalent to cash and is usable at clearing for 
meeting adverse balances, it may become l^e basis for d 
nhiltiple eacpmsion of credit. In this way, the fact that all 
tile suri^us cash of tiie cmnmunity is concentrated in the 
Reserve Bank and that, of any bsdances created in favoui^ 
of scheduled banks, only a fraction need be withdrawn for 
egqpansion of the circulation while tiie rest may be retained 
at the Bank to satisfy compulsory reserve requirements puts 
enormous power into the hands of the Bank over the mone- 
tary system. If excess reserves were always retained in 
the vaults of banks, loans made by the Reserve Bank must 
immediately cause a drain on.notes and liihit its power to 
expand purchasing power. 

(3) The Reserve Bank Act copied from the Bank of 
England its peculiar feature of the separation of Issue and 
Banking Departments. During the long century which has 
elapsed since the Bank Charter Act of 1844, no other coun- 
try outside the British Empire has foimd it necessary or 
advisable to adopt this practice. It is reasonable to ask in 
these circumstances what purpose such a separation is in- 
tended to serve or what special advantages it may offer to 
this coimtry. 

Historically, this separation marked the prevalence in 
iSngland of the views of the Currency School over its rival, 
the Banking School. The Currency School argued tHat 
only bank-notes, which according to their proposals w^e 
to be freely convertible into gold and were to rise or fall 
with inflow or outflow of gold, and metallic coins were 
money. Other forms of means of exchange, pturticularly 
deposits, were not money. The management of money in- 
cluding notes was no |>anking function at all and might be 
twen entrusts to a government d^Murtment. While no 
competition was admissible in the issue and management 
of mimiey an4 aggregate of coins and notes wSs 

U> ixtiiave as U it tsase f^ the Currency School 



TBB BBSERVX BANK OP INDIA SPT V 

v^arded. the banking work of the Bank of ien ei^»H to be 
on the same footing as the business of other Hn«ir« ibe 
reparation of the two departments was devised to mark 
this alleged distinction of principle between note-issue 
management and banking business. * 

Even in those early years, events speedily proved that the 
^leged distinction between notes and deposits did not 
exist and that the view of the rival school, the Banking 
School, that forms of currency were easHy interchangeable 
and bore no fixed relationship to each other was the correct 
one. In the crisis of 1847, the note circulation of the country 
did not fall with the efEhix of gold but deposits only fell. 
The subsequent opormous growth of deposits did away with 
the Iasi vestiges of this particular belief of the Currency 
School. Besid^, in those countries which accepted the 
principle of very strict restriction or almost complete 
abrogation of the commercial functions of their central 
banks, the other part of the doctrine of the Currency School, 
ill-conceived as it was, also ceased to have any vsdidity. 

As the MacMillan Committee on Finance and Industry 
point #ut, “the only solid reason” for this arrangement is 
that “the separation of the Issue Department has provided 
a convenient formula for dividing the profits of the Bank 
of Englan d between the Treasury and the Bank itself.” 
According to the British practice, the profits of the note- 
issue belcxig to the Treasury and the rest of the pi’ofits 
belongs to the Bank of England. The profits of the note- 
issue consist largely of the income from assets held against 
the fiduciary part of the note-circulation. The segrega- 
tion of th*> Issue Department and its assets facilitates cal- 
culation of these profits and the incidental expenditure. 

But as the Committee showed, this elaboration of organi- 
sation for this particular purpose i^ neither necessary nor ^ 
conducive to accurate or just results.* 

In any case, tius argument has no relevance to the 
Reserve Bank of India whose profits are allocated on ap 

* Committee on Ffnaoee end lindiiftiTt PP* 
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i^to^ther dilEerent basis. Under our arrangetnetits, a 
cumulative dividend on tile share capital of the '^mk at -a 
rate not exceeding 5 per cent and as fixed by the Govemor- 
General-in-Council is first assured to the shar^olders. Out 
the surplus, when certain prior claims of the Reserve 
Fund were met till it was raised to equal the capital of the 
Bank, diues were to be allocated out pf the balance to 
additional dividend and the Govemor-General-in-Council 
according to a certain scale. It is clear that we have no 
separation here of profits according to their sdurce and 
therefore no justification on this ground for copying the 
unique bisection of the Bank of England. 

The publication of separate balancenshef ts for the Issue 
and Banking Departments conveys certajp other implica- 
tions which deserve to be examined closely. In the first 
place, the reserves of the C^tral bank are linked 
indissolubly in the public mind with the note-circulation of 
•the country. In the second place, the notes held in tiie 
Banking Department, whidi should represent the surplus 
which can be legally issued with the existing reserves 
naturally invite comparison with deposit liabilities of the 
' Bank to the' schedule banks. 

The second consequence is well illustrated by reference 
to the beliefs and practices of the British system. Since the 
Act of 1844, England has adhered to the principle of a fixed 
fiduciary issue. The excess over the fixed fiduciary issue 
is required by law to be covered by gold coin or bullion to 
the full extent. This excess over the fiduciary issue ' is 
partly in actual circulation and partly, to the extent that 
trade and economic conditions do not require it, in the. 
Banking Dqpertment. The notes in the Banking Depart- 
saeht could be put into circulation at any time without 
inMnging the law pf hote-issue regulation. Ihe deposit 
liabilities of the Bank of England to joint-stock banks are 
the ineasui!^ Of the extent to v^hich the^Bank may have to 
ipeet a d^ji^d to The relation between the two 

v^lpmes, toe nbto in the Banking Department and bankers* 



THt RESmiVB BANK OT illZ»A 




deposits is the famous ‘'ratio” or "proporticm” of the 
British system. 

It is clear that the “proportion” in so far as it has a 
guidance value has a simple and obvious me aning to tljp 
average businessman in England. The simplicity ''and 
obviousness are due to the fact that above a certain 
minimum, every poimd note must be covered with one £ of 
gold or in other words, notes in the Banking Department 
and the deposit liabilities of the Bank of England can be 
rompare<f directly with each other on the basis 1:1. 

In India, the arrangements are altogether different. Our 
taw prescribes that gold and gold equivalents should not be 
less than 2/5ths^r 40 per cent of the assets held, i.e., of the 
note-circulation. In other words, 8.47512 grains of fine gold 
in the reserve which has been defined as the gold equiva- 
lence of the rupee may justify the Reserve Bank in putting 
into circulation Rs. 2i in notes. In the opposite circum- 
stances, 8.47512 gold issued could be made use of to cause a 
deflation to the extent of Rs. 2i in notes. It is clear from 
this that calculations of the excess notes which are avail- 


able^r issue with existing reserves cannot be simple or 
obvious under our system. Even the British arrangement, 
much simpler as it is, has been described by the MacMillan 
Committee as “confusing and misleading to anyone who is 
not an expert.” They adduced a further weighty condem- 
nation on the ground that the words “ reserve ” or 
“ proportion ” under such an arrangement have quite 
diff er en t meanings from what they have elsewhere — as in, 
India. The separation of Departments and balance-sheets 
of the Reserve Bank has taken place on such a basis that 
the inherent difficulties of *its interpretation have been 
heaped on the difficulties of complicated reserve arrange- 
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The firactice of the Reserve Bank itself is an admission of 
the inapplicability in the case of our note-issue arrange- 
xnents of the principle of separation of departments. From 
1935-36 to 1937-38, it maintaiined a volume of notes in the 
^mking^ Department whidi was approximately equal to 
Its depodt-liabilities to scheduled banks. If closely adhere-, 
ed to, the practice may acquire a simple and logical mean- 
ing in ordinary circumstances, fluctuations in the two 
quantiti^ indicating the trend of thin^. But the initial 
equating of notes ^in the Banking D^mrtment to the 
d^osits of scheduled banks is obviously an arbitrary pro- 
cedure which has no warrant in our note-issue regulations. 
The working of this arbitrary practice is well illustrated 
by events which happened in 1938-39. it appears that 
scheduled banks acquired balances abroad from the Reserve 
Bank whose corresponding item recorded a fall of about 
9 to 10 crores. The acquisition was effected by a withdrawal 
from their statutory deposits to the tune of about li crores 
and an increase their loans and discounts at the Reserve 
Bank of about 2 crores and mote. The Reserve Bank was 
thus confronted with a deflation of about 10 crores. The 
Bank preferred to add about 2.6 crores to tiie notes held 
in the Banking Department against an actual fall of 3.8 
crores in Notes in Circulation and allow Rupee Coin in the 
Issue Department to mount, up by about 7 crores. A net 
reduction of 8.2 crores in the volume of sterling and rupee 
securities in the Issue Department as against this inflow of 
Coin shows how a fraction of the incoming, notes was can- 
ceUed euid discrepancy allowed to arise between the fall in 
note-circulation and the addition to the notes held in Bank- 
ing Department. 

Centyal Banking Control— Its Technique and Relation to 
.the Money-Market ^ . 

^ A money market is‘ by d^nitimi a niarket for borrowing 
and leading of shinrt-tefm funds. As ex|dained elsewhere,* 
tbesse loans hugely in connection wifli trade in 

biijt^ stodc-mcdiiidiiew cq^erattons and dealings between 

• >!>. 189-S6o; 
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banks. Unlike ordinary loans and advances, a loan to the 
money market laresumes no pennanent relationship between 
banker and customer but is treated as a separate^ self-, 
contained transaction. While commercial banks are deeply 
interested in the market as offering highly liquid and sa/e 
outlets for investment, its working and character are of im- 
mense significance to credit and monetary control by the 
Coitral bank. While open market operations might be 
sought as an instrument to influence both short and long- 
term rates of interest, the bank rate gives the Central bank 
direct contact with short rates and the money-market. The 
effectivenes of this contact and the speed with which it is 
able to aftect the credit-structure are a measure largely of 
the organised add well-knit character of the market.* 

The power of the Central bank in relation to the money 
market depends firstly on how far the money market is 
accustomed to depend on its own funds and on funds 
borrowed from banks and secondly how far banks them- 
selves have occasion to apply for rediscounts .or loans from 
the Central bank. 


As we have already noted, the volume of bills arising in 
India^is not very large and shows small prospect of any 
material growth. Our Shroffs, Multanis and Chetties who 
deal in these wares are willing to borrow until the rate of 
interest reaches a certain level and thereafter are able to 
fall back on private sources of funds which are by no means 
inconsiderable. The present process of levelling down of 
interest-rates may in the course of time dry up these 
sources but till that stage is reached banks could hardly be 
said to be in control of the bill-market.t The bazaar bill 
rates which apply to bills discounted fof small traders by 
shroffs are tiie highest rates in the Indian money-market. 


* Pd Millie depoffit nrtef were relsted tOfitlie Bank nte in England m early aa 

1M6« itim not till about^Ol that money market ralca, i^artlculariyrateaon Tdayaloana,^ 

y baaaar quoted 8 per cent, for hilla tor whidi the Bank of Bensal wa» 
oaotlim 18& ner ecnt. 

o 1788 • 1888 * 8481. BvIdenoCt Powier Committee. 

Duilim Ae deflation of 1920. the rate of the Preaideney banka remdiod only « per < 
bat Um bMM» mtM dwt up to It per eeat. 

Noto bjr Sir C. Kiedr— Appwleee, SSfam-YoaBC i 
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S<»netiiiie8, Uiey lose touch entirely with the rates of haziks 
till 1931, used to be markedly lower in Bombay than 
Calcutta. . As for short and call loans for purposes Other 
tlum investment in bills, they are made use of largely for 
dealings on the stock exchanges and the bullion markets. 
But th^ bear hardly any significant proportion to -the 
deposits of banks. 

As for the relationship between scheduled banks and the 
Beserve Bank of India, it is very difficult to ap^aise it in- 
tl)g present circumstances. The creation of the Reserve 
Bank has cmncided with an ease of rates and plenitude 
of funds which have no parallel in 'our previous history. 
Many of the scheduled banks have reached a size and own 
funds on a scale which make them fairly independent of 
outside assistance in all but exceptional times. According 
to the course of the seasons and the business in which they 
specialise, the surplus funds of certain banks are borrowed, 
by other' banks which are in need of them. The exchange 
banks in particular raise short deposits of this kind from 
Indian joint stock banks as a matter of course in the busy 
season. Somewhat on the lines of banks in France, where 
the operation is strictly confined to banks among them- 
selves, it is also an occasional practice with certain banks 
in India to mark post-dated dieques payable to private per> 
sons as **good for payment”. The post-dating rarely 
exceeds three days and the practice has developed largely 
as an intea-bank convenience. While post-dating for 3 
days may not signify much in practice, any general ten- 
dency to borrow from other banks in this manner is to be 
deprecated as weakening Central banking control. Besides, 
as *ls well-known, many ^all banks wliich are denied or 
.^dmo access to the Reserve Bank have developed a pxac- 
tice^' M approaching^ the bigger joint stock banks for any 
reqixix^ aid. To the ext^t that such inter-bank lenffing 
prevails and Reserve Bank funds can reach otiier banks 
tiiro^th tile ineditun of scheduled banks, the power of the 
Reserve Bank bvw' the niarket is eitiier frustrated or has 
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to be shored with these banks, ^le real test will arrive; i 
when the present ease of funds gives place to strin ge ncy 
and the Res^ve Bank tries to enforce its credit-lines. 

Hie Bank-Rate , 

The Reserve Bank encourages or discourages 
banks to obtain more cash from itself by means of its 
bank-rate policy. The rate of the Reserve Bank is a 
minimum rate at which it undertakes to discount for the 
scheduled* banks bills of certain defined qualities. The 
effectiveness of this rate depends on two things, its level, 
and the liberality or narrowness with which the bills tc 
which the rate applies are defined. 

The level of the bank-rate is not by itself a sufficient 
means of control. Even in those countries in which thtf 
rate is higher than the market rate of discount, its level 
is certainly not higher than the average rate earned by 
banks on all their assets taken together. The situation is 
even more difficult in India because interest-rates obtain- 
able in different parts of the country show wide disparities. 
It has been shown elsewhere that while the earning 
rate' ^ the Central Bank of India is somewhere near the 
pre-1935 ‘‘bank-rate”, the earning raites of regional banks 
of the Punjab, U. P. and Madras are ^ery much higher.. 
A uniform minimum rate such as ^e Reserve Bank main- 
tained in the last few years must surely prove in times 
of less abundant money either too high for certain areas 
or too low for certain others. Different regional rates for 
different parts will create other difteulties and indeed bd 
frustrated on account of the presence in diis country <rf, 
hanVg with a Wide network of branches. In these cir- 
cumstances, it is difficult to foresee how the Reserve Bank 
will Twftintnin effective touch vdth rates all over the 
country. • a 

The difficulties were wicountered in the Unitrf 

States during the greater -part of the existence of the ' 
Federal Reserve System. In the United States, regfonal 



variatiims even in open nuurket rates are sidbstantiial whUe 
those in customers* rate are astonishingly wider. The 
Federal Beserve System tried at differoit times botlf 
uniform rate and regional rates 'and at present is working, 
on the basis of a uniform rate. The further complicatioil 
of banks with branches in all parts does not, however, exist 
there. 

A central bank like the Banque de France which com- 
bines commercial and central banking functions demon- 
strates its effectiveness in situations like these. The 
original object of founding the Banque de France was to* 
make credit available to aU parts at cheap rates. Govern- 
ment compelled adherence to this object by insisting oii 
the creation of more and mcnre branches at each renewal of 
the charter. The Banque works on the basis of a uniform 
minimum rate which applies to individuals as well as 
banks. Although the bigger banks quote a lower discount 
rate and denude the market of the best bills on offer- thd 
smaller banks which quote higher rates are glad to dis- 
count at the Banque. Under the country-wide influence 
of the Banque de France sh<»rt rates have everywhere 
approximated to the discount-rate of the Banque which, 
while it ‘*makes no claim to manage money and control 
credit after the manner of newer central banks nor . . . 
wish to dominate the money market’* has yet never lost 
the financial leadership of the country built largely on its 
monopoly and management of the note-issue. 

While the level of the bank-rate by itself is not the chief 
element in its effectiveness, it certainly proves decisive 
when combined with the restrictive (or liberal) manner 
in which the assets to which it applies are deflned. 

The Reserve Bank is allowed to buy and sell domestic 
o» inland bills, sterling, and bills, on United Kingdom. In 
all ordinary circumstances, the dealings are confined to 
bank<^daraed bills. These ** eligible ** bills fall into three 
catt^^es: .ordinary bcma fide commercial bills with an 
ovtitamding ; i^ mcne than 90 day^ bills of 
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the same limited maturity but arising out of the holding 
of or trading in certain defined securities, largely Govern- 
m^t, and finally bills which are to run for not more than 
9 months and arise out of the financing of agricultural 
operations or marketing of agricultural produce, * 

The importance of this means of access to Reserve Bank 
cash has to be judged in the light of the quantity of such 
assets held by banks in India. The b^ls portfolio of our 
scheduled banks has been on the average 3, 4, 6 and S 
crores for the four years 1935-36 to 1938-39. It is to he 
presumed that a portion at least of this quantity will hot 
reach the standard and quality prescribed for or insisted 
on by the Reserve Bank. With these figures may be com- 
pared the aggregate reserves of the scheduled banks, cash 
on hand and balances at the Reserve Bank. These amount- ' 
ed in the aforesaid years to about 38, 32, 25 and 22 crores. . 
Even allowing for the low volume of bills and high level of 
reserves caused by economic stagnation, it is clear that 
rediscount as a means of credit control has only a limited 
significance for India. 

Alternative to rediscount, the scheduled banks can obtain 
loan^%nd advances from the Reserve Bank. The Act per- 
mits the Reserve Bank to grant such accommodation to 
scheduled banks for fixed periods not exceeding 90 days 
against trust securities, gold and silver or documents of 
title to gold and silver, eligible bills of exchange and pro- 
no'tes, promissory notes of the banks themselves which are 
supported by documents of title to goods in possession of 
or assigned or pledged to the banks. 

Commtercial banks have one ground of preference for 
loans and advances as against discoimts. A loan can be 
arranged for any period within the limits of law or repaid 
at any -time according to the convenience or need of the 
borrowing banks. The discount of a bill transfers the pro- 
perty in the bills once and for all to the Central bank. As 
against this preference for loans and advances, account has 
to be taken of the fact that most Central banks charge's 
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higher. rate for them and as a matter of fact, discourage 
Ihem as being of a non-self-liquidating character. Ctmtrary 
to this c<»nmon practice, however, our Reserve Bank makes 
no difference between its discoimt rate and the rate for 
loltns and advances perhaps on the ground that in Indian 
conditions this must always be the main form of borrowing. 
Even in England and France, discrimination against loans 
and ^vances appeared much later in their history — the 
initial practice being actually a discrimination in their 
favour!* The practice of the Reserve Bank presents another 
difficulty in that it is its avowed object to encourage the 
creation of bills and the growth of a bill market. A lower 
rate of dicoimts is more in harmony with this avowed 
object. / « 

As observed already, the last few years have been so 
remarkable for easy conditions and abundance of funds 
that the Reserve Bank has had hardly any important role 
to play. Bills purchased and discounted by it have hardly 
attained any significant volume except for the early months 
of the year 1939. “Other loans and advances” have been 
hardly in existence, despite the fact that the investments 
of Indian banks are composed, largely of eligible Govern- 
ment securities and are at present funning at very high 
levels. None of the big banks could be in need of funds 
and there is no means to ascertain how far the Reserve 
Bank has been willing to entertain the overtures of the 
smaller scheduled banks. A just appraisal of the policy 
and effectiveness of the Reserve Bank must, however, await 
the occurrence of stiffer monetary conditions. 

Open Market Operations . 

The discouragement or encouragement offered by the 
bank-rate becomes effective only through the initiative of 
^scheduled banks themselves. The Reserve Bank may itself 

* The Bank of England dimvnred this form of lending against secufities in 1824 and the 
Tate was lower than Its bank-rate* l.e. disoount rate. In the crisis years 1888-89, while the 
bank rate* i.e. the rate of disoount stood at 4 per cent* advanoes agiu^ securities were made 
at 8| per cent. 

.Allowed to make loans against short-dated Government securities first, against all 
Ociveimient securities In 1884 aM against rafiway and Paris Municipality bonds In 1848, 
the Banqne de France raised tts rate for loans higher than the discount rate only In 1864* 
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initiate these effects by the purchase or sale in the open 
market of such assets as it is allowed to hold or deal in. 
The bank-rate acts on the willingness of scheduled banks 
to borrow from the Reserve Bank; open market operations, 
act on the willingness of banks to lend to their customers. 
Open market operations may be used either to supplement 
the effectiveness of the bank-rate or independently, within 
moderate limits, to narrow the gap between bank-rate and 
market rates, to induce banks to move in step, to avoid the 
psychological difficulties of changes in the bank-rate, etc. 
On account of the character of the assets employed to cflrry 
out these operations, the Reserve Bank has in them a direct 
•means to influence the long-term rate also. 

The extent and effectiveness of open market operations 
depend on three conditions: the size of the resources whiclr 
the Reserve Bank can muster for the purpose, the quali^ 
and volume of the assets it is permitted to deal in or hold, 
the capacity and organisation of the market in which they 
have to be carried out. 

(l)>The resotirces at tiie disposal of the Bank are derived 
from several sources. In the first instance, there is the 
capital and reserve of the Bank which today stand at 5 
crores each. As the reserve has reached equality with 
capital, no further augmentation will now occur from that 
source. In the second instance, the Bank is the sole reposi- 
tory of the funds of the Government. These funds are of 
two kinds, those which accrue to the Bank in the course of 
the collection and disbursement of ordinary revenues and 
those which flow in and out because the Reserve Bank 
manages, on agreed conditions, public loans and debt ope- 
rations of Central and provincial Governments. The time 
and manner of these operations nc> less than the incidents^ 
accumulation amd dispersal of funds are important factors 
in the management of the money market. The aggregate 
funds held on behalf of the Govemmmt have been on ^e 
average as large as 11 U>tl2 crores. 
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The third source of its funds is the compulsory deposits 
of the scheduled banks. Every bank included in the sche* 
dule has ta maintain at the Reserve Bank amoimts equal t6 
at least 5 and 2 per cent respectively of their demand and 
time liabilities in India computed as averages of^deposi'ts 
held at tHe close of business on each Friday. In case of 
failure, to maintain the required deposit, the defaulting 
bank has to pay penal interest on the deficit balance at a 
rate which may be five per cent higher than the bank-rate 
at the maximum and for &dlure to make the incidental 
' returns of figures, it has to pay a penalty of Rs. 100 for each 
day of failure, Events have proved that it may be to the 
immediate advantage of an embarrassed bank to pay the 
penal interest and make use of its funds to meet its 
immediate needs. The existing law makes no attempt to 
prevent such a course of development and it is indeed difii- 
cult to see justification for any such prohibitions. If the. 
Reserve Bank offers assistance in excess of the* funds i1^ 
holds from a particular bank, the question of a return of 
its compulsory deposit does not arise. If the Reserve Bank 
is not willing to discount or grant advances to that extent, 
it would be a grave injustice and against public interests 
not to permit the bank to save itself With its own unaided 
efforts and its own funds. 

Another source of funds is dependent on the extent to 
which the machinery of tiie Bank is 'used by other banks 
for collection of bills or transfer of customers' funds. In all 
countries which lack the cheque habit or. a sufBciency ol^ 
bank branches, such facilities for collection and transfer 
serve to prevent large inflows into or expulsions from the 
banking system of cash and are for that reason a great 
boon to the money market. The Banque de France and .the 
R(^B(slvd>ank of Germany 'derive quite an appreciable part 

their resources from this business. The Reserve Bank 
now and the Imperial Bank before it have been charged 
wilb Hie dev^pment of these &cilities. As telegraphic 
transfers form the buBc of remittances and demand drafts 
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or mail trani^m are quite ins^polficant in volume^ thuie 
operations do not mean at present any appreciabte 
acquisition of funds,* 

It could be claimed in one sense, though in one scSiae 
only, that the resources of the Bank are virtually limitless, 
Under our present law of note-issue, the Bank has a very 
large margin of gold or gold equivalents against which 
great quantities of notes could be issued. Theoretically at 
least, tl^ possibilities of such inflation have hardly any 
measurable limits. In practice, of course, these powers are 
likely to be invoked only on exceptional occasions when 
the assets of banks or individuals have to be converted, 
into cash on a«very large scale as in the case of a general 
panic and break-down of tl^ monetary and banking struc- 
ture. The present practice of the Reserve Bank in regard 
.to the volume of notes issued to and held in the Banking 
Department shows that in ordinary times and circumstances 
it does not intend to undertake open market operations be- 
yond the means it is able to acquire in the ordinary way. 
Despite the existence of the proportional reserve system, 
the yolume Of notes in the Banking Department is almost 
exactly equal to the deposits of scheduled banks at the 
Bank.t Nevertheless, the potential aberrations of such a 
power should not be underrated. In all countries, the 
trading and business community is always highly critical 
of stiffening of interest-rates and restriction of credit and 
is generally able to exercise pressure in favour of stable or 
lower rates. In a country of farmers and cultivators like 
India, the desires of the mass must always tend to coincide 

I 

^Theputplftyedby the money order in tf nwulmion of fonde to quite lyroeinbie. The 
poet olllee took over the biuineM of money orden Urcnn Government treMorun in 1680« In 
1884, the telenimpliic money older wm inteodtioeit. Lend revenue money ofdem ereie ftmc 
tried in 1884 nod rent money order* in 1888* It wne in 1886 thnt the peyment of money 
order* nt the houeee of pnyeee begun. 
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with this paticular pie judice of businessmen and its poli- 
tical power must be tak^ into account as a serious factor. 
If we add to this {sressure of practical interests, the new- 
born faith of academic economists in low money rates of 
inthrest and their power to achieve almost any miracle, it 
is clear that the bias of the whole system must always be 
towards creation of inflationary conditions and away from 
measures, howsoever necessary, for drastic revision of 
values, costs, expectations, etc. Any doubts on this point 
have met with emphatic warnings hi the recent monetary 
history of the United States. 

What makes this one-sided power look rather suspicious 
is the invariable absence in the statutes cff such Central 
banks of corresponding powers to cause similar deflation. 
Withdrawals of currency and credit from circulation mean 
sale of assets which the Central bank had already acquired 
and holds out of its ordinary resources. These resources, 
as we have already seen, are strictly limited in the case of 
our Reserve Bank. The counterpart to the power to cause 
limitless inflation, theoretically possible under our present 
law, would be a statutory power either to create and sell 
its own debentures and short-term bonds or to raise the 
proportions of the compulsory reserves which member 
banks have to hold at the Reserve Bank. Such an arrange- 
ment has no place in our present Reserve Bank Act. In 
short, while the law recognises the possibilities of k need 
to enlarge the cash basis to any unusual extent, it does 
not anticipate the necessity or wisdom of similar drastic 
deflation. It is more than likely that this lack of symmetry 
in tfte powers of Central banks has much to do with the 
j^neral prejudice which has always prevailed on the Con- 
tinent, e.g. in France, against the grant of open market ope- 
ration powers to Central banks. The objection is not merely 
tbe logical one tiiat open market operations place costless 
credit at the disposal of banks while individuals havp always 
to pay a price for it. Tlie Continental prejudice is rooted in 
ih^ b^ef that the interference of open market operations 
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does not permit the natural changes in the economic struct 
ture to mcpress and work themselves out In changes of 
interest rates, etc. and that while inflationary panaceas 
find a place in repertoxy of the Central banks, the pains and 
'penalties of deflation are scrupulously avoided. It is a poor 
weapon of currency and credit management when a Cen>^ 
tral bank exists only to evade or moderate the impact of 
the inevitable penalties of imprudent expansion and un- 
healthy growth, if not indeed to cause and stimulate it. 

(2) The assets which the Bank may acquire or own on 
its initiative may be described in a general way as follows. 

The Bank is allowed to purchase or sell, without limita- 
tion of amount. Government securities of the United Kmg- 
dom maturing within ten years from the date of purchase. 

The Bank is permitted to buy or sell securities issued 
or guaranteed as to principal and interest by the Govern- 
ment of India or a Provincial Government of any maturity, 
or such securities issued or guaranteed by a local authority 
in British India or by Indian State as may be specified by 
the ^ovemor-General-in-Council on the recommendation 
of the Central Board. The volume of these Indian securities 
is, however, subject to a two-fold limit. In the first place, 
the aggregate value of Indian securities must not exceed 
the capital and reserve of the Bank plus three-fifths of the 
deposit-liabilities of the Banking Department. Secondly, 
the value of securities maturing after one year and of those 
maturing after 10 years should not exceed the capital and 
reserve of the Bank plus, in the order of mention, two-fifths 
and one-fifth of Deposit-Liabilities of the* Banking Depart- 
ment. In other words, of the maximum value fixed for 
Indian securities, the maximum allotted to the longer dated 
securities is smaller than the maxknujn allotted to the secu- 
rities of one to ten ye^s. • 

The* predominance assigned to short-dated securities is 
of course intended to save the Central bank from serjpus 
fluctuations in values and thus maintain its liqui<fity. 
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Short^ted securities are liable to be influenced less by 
changes or anticipated changes in interesb'rates, political 
and social factors, etc., than by the proximity or otherwise 
of the date of repayment, bi any circumstances, there is 
thb certainty that on specific dates their full value will be 
realised. * 

A point less obvious is the limit placed on the total value 
of Indian securities and the absence of any such limit on. 
sterling or securities of the United Kingdmn. The volume 
of Indian and sterling securities taken together measures 
the extent to which the Reserve Bank can cause at any 
time deflation of the price and income structure of the 
country apart from or in addition to similar«eifect produced 
by an increase in the bank-rate. While circumstances 
which justify a contraction of domestic currency aie likely 
on occasions to coincide with a keen demand for remit- 
tances abroad, it is equally likely, as we have already 
observed, that large payments will have to be undertaken 
abroad without any necessity of deflation at home.* In 
the former case, the sterling holdings of the Issue Depart- 
ment will be available to supplement the resources of the 
Banking Department. In the latter case, the sterling hold- 
ings of the Banking Department can be replaced with rupee 
securities without any adverse change in the “Percentage of 
Gold and Sterling Securities to Total Notes issued”. Besides, 
as internal drain is not contemplaited as a serious factor in 
our future currency management, large resources in foreign 
currencies must be the constant aim of the Reserve Bank. 

The liabilities, of the Banking Department for the four 
years 1935 to 1938-39 give us a good measure of the resources 
available to the Reserve Bank for fulfilling its obligations. 
Thi^ liabilities are composed of its capital and reserve, 
deposit of Governments, compulsoiy and voluntary deposits 
of banks and items described as “Other Deposits” and 
“Other liabilities”. The aggregate has been in the neigh- 
borhood of 26 to 38 crores in the first three years and has 

■ * IMH98. 
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declined to 32 crores in the last year due to heavy with' 
drawals by banks already noted. In other words, the 
resources of the Reserve Bank amount to about one-third 
of those of the Imperial Bank of India which itself has 
held steadily about one-third of the resoiirces of the Indiak 
banking system. 

It deserves to be considered seriously whether thes$ 
resources are adequate for the responsibilities yrhich the ■ 
law lays on the Reserve Bank. It may be advisable to 
place the Reserve Bank in a position to enlarge or diminish 
its resources from time to time according to the exigencies 
of the situation. Suitable variations in the funds raised 
compulsorily frqpi the banks themselves offer a means 
which has the additional advantage of affecting most 
directly the credit situation in the country. Under our 
present law, a rigid percentage is prescribed which is to 
hold good in all circumstances whether tending to infla- 
tionary or deflationary conditions. It may be a better 
device, as under the new law of the Federal Reserve 
System, to prescribe maximum and minimum percentages 
within which the Reserve Bank could fix the operative 
ratio ^cording to the circumstances of each phase. In an 
undeveloped money market like India, such an elastic but 
direct control should prove a more effective means of 
monetary management. 

(3) The desirability of such a direct means to influence 
the cash position of scheduled banks appears more obvious 
when we take into account the capacity and organization 
of the market in which these operations have to be piloted. 
The total membership, active and inactive, of the Bombay 
Stock Exchange is about 450 as aigainst 1100 in New York 
and 4000 in London. The aggregate volume of transactions 
is of a comparable order. An endedvovr to tuiload a large ^ 
stock of short-temi or long-term assets cannot but have 
serious consequences for the whole financial and invest- 
ment mechanism. The difficulty is no doubt partly over- 
come by including in our assets, foreign claims iwhidi link 
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our currency management with the largest and most stable 
market of the world, namely, London. But it is not and 
cannot be altogether obviated.* 

1 The assets of the Banking Department reflect the present 
conditiqns in the mon^r market. As pointed out above, f 
rediscounts and loans to scheduled banks hardly exist. 
Balances abroad and investments which include cash and 
short-term securities represent the bulk of the income 
earning assets. On account of easy conditions^ the Bank 
has refrained from holding more than a . minim um 
volume of funds, in investments. About four-fifths of the 
total liabilities are mere notes which, as noted, were first 
equated to the deposits of scheduled banks held by the 
Reserve Bank and variations in which under certain con- 
ditions may be interpreted as reflecting the currency opera- 
tions of the Bank.t 

Direct Relations with Trade and Commerce 

It is clear from the foregoing description of the business 
of Ihe Reserve Bank that its normal relations are with the 
scheduled banks only and that it is not permitted business 
relations which will mean competition with other banks in 
the coimtry. The difficulties created by such competition 
in the way of the national leadership of a Central bank 
have been already analysed and assessed in our study of 
the Imperial Bank of India.$ It has been made clear there 
that they are not altogether insuperable and that historical 
environment and tradition are powerful factors in recon- 
ciling commercial and Central banking functions. More- 
over, we must take account, on the other side, of the 
special circumstances of India which make bank-rate or 
open market 'policies on orthodox Central banking lines 
much less efficacious Mian elsewhere. The diversity of 
interest-rates in several parts of the coimtry,§ the absence 

* See alio foot-note * Cbapt. XI. The ordinary turnover of Government eeoaritief 
on the Bombay Stock Bxclianse per day is estimated at 20 to 80 lakhs. Acstual ddiveriea 
amount to 6 to 10 lakhe. 
s 808-807. 

t Pp. 188-48. 

I Sm pp. 110-15. 
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of a money market which i^y respond quickly and sensibly 
to Central bank policies,* the unavailability of assets which 
reach the degree of safety, liquidity and quantitative vari- 
ability demanded by Central banking functions as such, the 
vast territorial extent of the country over which monetary 
impulses released from a few advanced centres have to 
travel, a banking structure in which numerous small banks 
■ scattered aiU over the countryf must remain for a long 
time outside the orbit of the Reserve Bank — ^these are 
obstacles which a Central bank acting throu^ a few 
scheduled banks may not succeed in over-mastering. • 
The legal restrictions on dividendst take away, or at least 
weaken considerably, motives to competition with ordi- 
nary commercial* banks. The usual practice, which has 
been adopted in our Reserve Bank Act, is to allocate the 
surplus to the State from whom the Central bank receives 
its valuable privileges. While State privileges should not 
be under-estimated as source of its profits, there is, how- 
ever, another source which should not be over-looked, viz., 
the compulsory deposit of reserves by scheduled banks. If 
grounds of justice were allowed to prevail over strict needs 
of CenAal banking, the scheduled banks must be admitted 
to have a .good claim to a share in these profits. In a 
country like India where the object of such compulsory 
deposits is not adef^uately appreciated and is even felt by 
many as a grievance, it may even prove an excellent means 
to conciliate scheduled banks. But there is a danger also 
in this procedure. The Central bank may be tempted to 
overstep the bounds of prudence in its enthusiasm to con- 
ciliate and create and try to maintain too high a standard 
of dividends for scheduled banks. To that extent it will 
be nullifying its power as a Central bank.* 

To this general statement of the relationship between 
the Reserve Bank and ordinary commeKial banks, the Act 
makes one exception. On the authority of the Central 
Board and, in cases of special urgency, a Committee of the 

* Pp- IM onwardf. • 

t See IIP* SCMr*15» 
t See pp. 1S8-87. 
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Boaord.or tlie Governor, the bai^ is allowed to engage in 
business directly with individuals or firms and purchase, 
sell or dis(K>unt bills or make loans or purchase and sell 
sterling cm same {conditions as in the case of banks but 
without their intermediaryship. The sanctioning authority 
must, however, satisfy itself that the occasion of departure 
from normal practice is a special one and that the depar- 
ture is required for the purposes of regulaiting credit in 
the interest of Indian or Burman trade, commerce, industry 
and agriculture. 

' It is cleqr that the power is intended to be used only 
in very exceptional circumstances. Even then, the precise 
object of its inclusion is not easy to discern. An impor- 
tant precedent of this kind occurred in ^e United States 
when the Relief Emergency Act of 1932 and Act of 19th 
June 1934 conferred similar powers on the Federal Reserve 
System. But these measures were adopted in the United 
States at a time when, ordinary commercial banks had 
^ceased to function and as a matter of fact the acts proved 
dead letter from the very moment of enactment. The 
Indian Act does not look to the Reserve Bank to fill the 
void of ordinary banks but to regulate credit amidst a 
system of functioning banks. It is reasonable, therefore, 
to presume that this power is intended to supplement, when 
n^essary, its efforts to control credit in' the ordinary way. 
If this interpretation is correct and the Reserve Bank in 
course of timq creates many branches, this clause may open 
the way to a gradual but moderate super-imposition of com- 
mercial functions on strict Central banking functions. 
Whether the future development will tend towards the 
model held before us by the Banque de France or the Bank 
of Engltmd will depend as much on the leadership supplied 
by the executive of the Reserve Bank as the strict letter 
and interpretation ef tKe law. 

The BesWve Dusk and Bankiiig Standards and Practices 

Tlie confyol of currency and credit envisaged in the Act 
md elaborated above places the Reserve Bank in an 



THB BE8BBVB BAllk C» 817 

excellent positi(m to exocise steady pressure on individual 
banks in favour of better banking policies and practices. 
For ability to offer assets conforming to conditions of legal 
eligibility is not by itself an unqualified assurance of aid 
from the Central bank. The latter has necessarily to takd 
account of the general positioii of the applicant and to make 
it reasonably sure that such aid proves an effective means 
to ward off its difficulties. Such discretion assumes special 
significance in times of general difficulty when discrimi- 
nation has 4o be made between banks whom aid from the 
Central bank could save and others whom no aid of what- 
ever magnitude could lescue from their fate. Funds placed 
at the disposal of the latter mean merely subsidies towards 
the relief and prdfit of the more astute or impatient cre- 
ditors while banks with much better prospects of solvency 
are perhaps starved of well-deserved aid. The exercise of 
such discrimination could be based, however, only on con- 
tinuous contact with and ample information from the banks 
concerned and their willingness to act on the advice and 
guidance of the Reserve Bank. Such information and^ 
analysis are of special importance in India where, as we 
have aibply demonstrated, the balance-sheets of banks are 
more remarkable for their disparities *than approximation 
to any standard pattern. Each bank is a special case to be 
understood and appreciated only by due regard to its special 
circumstances and particularly to its past history and 
development. At present the usefulness of the Reserve Bank 
is limited by two circumstances. The Bank has no powers 
to obtain information or enforce inspection except in so far 
as the banks themselves are willing to co-operate.* The 
consequence on at least one occasion has been that when 
difficulties did arise, the time available for ascertaining 
facts proved too short for any definite or large decisions. ^ 
Secondly, the influence and pressure of*the Reserve Bank ^ 
are confined at present to scheduled banks as defined in the 
Act. Banks which need much supervision and most nursing 

« See cauupt. foot nole to Dtefl B«iA BIIU 

t A modd for euch power would tie Sec. IV of the U. SL Federal Benerve Banke AcB 
See aliO Chapt* X. 
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are outside the purview of the Bank and no means has 
yet been devised to bring them within its orbit. Our 
’ proposals for a deposit insurance scheme to cover these 
banks should remedy this deficiency in the present 
ibituation.* 

Definition of Scheduled Banks 

According to the present notification imder the Reserve 
Bank Act, banks which have not leas than Rs. 5 lakhs capital 
and resorvre can alone be scheduled to the Reserve Bank. 
The deposits of these banks which number 56 at present 
form the overwhelming bulk of the banking deposits of 
the country — ^to the extent of 95 per cent, and more. Yet 
there is some oddness about a situation id which the Bank- 
ing Law of the country aims at 1 lakh as the minimum 
capital and reserve of a bank while the condition of 
scheduling to the Reserve Bank is fixed by another law 
at 5 lakhs and more. It is quite conceivable that in the 
rural conditions of India, banks with capital and reserve 
of less than 5 lakhs have as important a role to play in thq 
future development of its economy as banks with more 
imposing figures of capital and reserve. 

It is necessary to bear in mind as a preliminary point the 
precise advantages of inclusion in the schedule. A schedul- 
ed bank is not ^titled as such to rediscoiints or loans from 
the Reserve Bank. It has to qualify for such aid by satisfy- 
ing the Reserve Bank about its soimdness and stability. It 
may even have to bear some loss if and to the extent that, 
its compulsory deposits with the Reserve Bank are in 
addition to and not a part of, the reserve it is accustomed 
normally to maintain. The advantage it gains really lies 
in its prestige in the public mind. Although a part of the 
prestige is ascribable to quite erroneous beliefs on the part 
of the public about 4he*implications of scheduling, it cannot 
be denied that affiliation to the Reserve Bank carries an 
assurance tiiat the bank is at least in outward conformity 
i^th the law and accqpted decmcies of the banking busi- 

•ClMpt.X. 
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nesB. It is needless to add that the Reserve Bank under; 
takes no guarantees about the solvency or competent 
management of it scheduled banks. 

It should not be difficult to reconcile the legitimate object 
of scheduling to the Reserve Bank the more respectable 
and important banks only in the country, with a due soli- 
citude for the growth and encouragement of the smaller, 
banks. Apart from the size of resources, the period of 
existence of a bank is one among other indices of its in- 
herent strength. Om' analysis of bank failures shows* that 
more than two-thirds of the banks which fail belong to the 
age-groups below 10 years while the percentage for those 
between 10 and 20 years is only 20. It should more than 
meet the requirement of stability and proved usefulness if, 
for banks with capital and reserve of 1 to 5 lakhs, an addi- 
tional condition of an uninterrupted existence of 10 or 15 
years is imposed. 

It has been said above that scheduling as such is no 
assurance that a bank in difficulties will receive assistance 
from the Reserve Bank as a matter of course. Even when 
the Reserve Bank is satisfied that a bank deserves to be 
saved ^and can be saved, certain precautionary conditions 
have to be insisted on. The Reserve Bank must be satis- 
fied in the first instance that the bank in question is making 
efforts to save itself. The best proof of such efforts is its 
ability to liquidate its less liquid assets like loans and 
advances pari pussu with the outflow of deposits. The main- 
tenance of its old volume of business or the creation of un- 
necessary new business would mean that Reserve Bank 
funds are' being used not to save itself but merely to re- 
place outflowing deposits. Again, the Reserve Bank must 
satisfy itself that the mare liquid assets are being preserv- 
ed and not used to raise funds from^other banks or sources. 
The holdings of Government securities we particularly im-* 
portant as assuring the safety and ultimate realisation of Re- 
serve Bank funds lent to the bank. Besides, the facility of 
acquiring funds from other sources means frustration pf 

• Seepp. 880-80. 
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any credit lines fixed by the Reserve Bank and, if the bank 
ultimately fails, preference for the more impatient credi- 
tors of the bank at the expense of others. The Reserve 
Bank will also see that prc^r proporations are maintained 
limong the various classes of assets and precautions like 
closing down of imremunerative branches etc. taken to 
achieve better and more economic working in the future. 

Reserve Bank as Clearii^ House 

The Reserve Bank acts as the Clearing House for mem- 
ber banks. In the absence of such a facility, a large quan- 
tity of cash should have to move to and from and in a 
circumlocutory manner between bank and bank. But 
economy of movement and of cash is not the only or the 
greatest significance of such an institution. Under a system 
of daily and frequent clearing, an over-extension of busi- 
iie^ by any individual bank must reveal itself immediately 
in the clearing house at the close of each clearing. In^ 
other words, this facility and practice is a great factor in 
making banks move in step with each oth^r. In a vast 
country with scattered banks like India, there is also 
another danger — ^that cheques which are long in transit and 
take some days to be cleared may be treated as cash and 
thus become the basis of a certain degree of permanent 
inflation. Relying on such outstanding cheques, banks may 
be tempted to lower to that extent their cash reserves, the 
same cheque serving as a cash item to more than one bank 
at one and the same time. The extent of the need and im- 
portance of this facility may be inferred from the fact that 
the aggregate volume of cheques which passed through the 
clearing in 8 big centres of India in the last four years has 
been in the neighbourhood of 20,00 crores. The volume of 
deposits has varied in the same years between 250 to 260 
m)res. 

c 

Reserve Bank and Agriculturef 

By its aheir nu^itude, the finance needed by agriculture 
overshadows and must continue to overshadow al^ otter 

« See pp. 81S>17. 
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financial requiiements cl the country. The habits and 
practices of the cultivators no less the social and 
economic institutions which govern the cultivation of land 
make the sui^ly of this finance the most difficult of our 
banking problems. These two factors no less than the f^ 
growing political power of the' peasant masses were bound 
sooner or later to win a recognition for problems of rural 
finance in the activities and policies of the Reserve Bank. 

As the situation is envisaged in the Reserve Bank Act, the 
Bank is sharged to make remedial endeavours along two 
lines. • 

The resources of the Reserve Bank are made available to 
agriculture under conditions which suit agricultural re- 
quirements and* at the same time ensure conformity to 
strict Central banking principles. While bills and promis- 
sory notes against which the funds of the Reserve Bank 
may be obtained must relate to short-term needs, i,e. the 
financing of seasonal agricultural operations or the market- 
ing of crops only, the maturity of such bills and notes is 
extended as ai special case to a maximum of nine months. 
Secondly, while the principle that the funds of the Reserve 
Bank^can be available only for the relief of exceptional 
pressure on the resources of intermediary banks is strictly 
adhered to, the endorsement of provincial co-operative 
HawTfg is given as a special case the same status as the 
endorsement of a scheduled bank for the purpose of pur- 
chase, sale or rediscount of these bills. As for loans and 
advances, provincial co-operative banks can obtain them 
from the Reserve Bank but on the same conditions as sche- 
duled bjmks, i.e. for a minimum period of 90 days and 
against Government securities, agricultural paper and docu- 
ments of title to goods. 

The authors of the Act saw (pearly that the banking 
problem is only a part, if not indeed if mere bye-product, <4 
the much larger question of the recwistruction of our 
agricultural economy and that intensive education 
investigation must form a necessary basis of all reme^lhl ' 
endeavours. The Reserve Bank has thus got a statutory 
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A^oultural Credit JDepartment which maintains ah hxpi^ 
^ Staff to study all questions of agricultural credit, is available 
to all banks and banking organisations for consultation and 
seeks to co-ordinate the operations of the Bank in connec- 
tion with agricultural credit and its relations with the 
above-mentioned organisations for the same purpose. The 
bulletins which the Department has issued from time to 
time bear evidence to its research and collation work while 
the work of making ideas and experiences of different parts 
of the country available to each other is also understood to 
reach impressive proportions. 

Without committing the Reserve Bank to any further 
action, the Act required the Bank to malo? to the Central 
Government a report on two specific matters — ^the extension 
of Reserve Bank facilities and obligations to persons and 
firms, not being scheduled banks; and the. improvement of 
machinery for dealing with agricultural finance and methods 
for effecting a closer connection between agricultural 
enterprise and the operations of banks. The former subject 
obviously relates to the future status of money-lenders and 
indigenous bankers in the country which we have already 
examined elsewhere.* The report wfis issued in due course 
and along With the bulletins embodies the conclusions of 
the Reserve Bank on the whole question of agricultural 
credit and indegenous banking. It points out the difficulties 
we hiive already libted about the inclusion of money-lenders 
and indigenous bankers within the organised banking 
structure of the country, particularly their unwillingness to 
shed non-banking business and adoption of modem account- 
ing and banking practices. In regard to the co-operative 
mov^ent, it develops a case for a radical reconstruction 
of the whole structure. While overdues are scaled down 
and passed on to long term credit institutions, and co-(^- 
t^ative credit societies restrict themselves in future to crop 
kiimfi' r^myable out of the harvest or intermediate credit in 
a limited meoa^ire, an ^deavour should be made to enlarge 
tbii functions of these societies so that they cover the whole 

■es.'MMT. 



life of the farmer, Le. become mulU-purpose societies. Hie 
financing agency is to ccmsist of (two stages, banking unions 
for small areas with radius of 7 to 8 miles, and provincial 
co-operaUve banks. Strict dt>servance of business and 
banking principles, highly trained staffs, etc., are omer 
directions in which improvement is urgently necessary. 
As for money-lenders, while supplanting them is not poe* 
sible, regulation of their business by laws is suggested. 


Reserve Bank in Action 

The creation of the Reserve Bank of Irvdia coincided awith 
continued low interest>rates with certain unmistakable 
, symptoms of revival of economic activity. The bank-rate 
which stood or 7 per cent, for more than 9 months in 
1931 had then fallen to a steady level of 3i per cent, and the 
Reserved Bank reduced it in November 1935 to 3 per cent, 
at which it is maintained till today. The scheduled banks 
have found themselves with such surplus funds that the 
concentration of their reserves in the Reserve Bank and the 
greater sense of security implied in the assured access to 
the Bank in case of need are not yet reflected in any mark- 
ed in a lowering of their cash ratios. Nevertheless, it 
is doubtful whether the revival of economic activity such as 
it has been for the last three years and more could have 
tak«i place without the usual seasonal fluctuations in rates 
but for the existence of the Bank. A comparison of the 
range within which the cash of the Imperial Bank on the 
one hand and the notes held in the Banking Department, 
deposits of banks, and assets of the Reserve Bank on the 
other, have moved, makes clear the influ^ce of the Reserve 
Bank in eliminating the evil of seasonal extremes in 
interest-rates. ‘ - 
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Between 1931 and 1935, the usual seasonal variations in the 
percentage of cash to deposits of the Imperial Bank almost 
disappeared. In the next three years, the June and Decem- 
ber dispatrity cash ratios makes its reappearance on 
almost the pre-Depression scale. The corresponding sea- 
sonal change in the volume bills, loans and advances is not 
marked till 1938 which is to be explained by the secular 
changes which were taking place in the Imperial Bank’s 

volume of investment.* 

■ 

The seasonal demand for currency finds its expression in 
the balance-sheets of the Reserve Bank in this manner. In 
the balance-sheet of the Issue Departihent, while the annual 
average of notes held in the Banking Department is more 
or less stable, there is a 'large consistent seasonal fall in 
June as over August. This fall is distributed on the 
liabilities side of the Banking Department as a fall in the 
deposits of the scheduled banks and, on the assets side, of 
ah increase in the discounts and loans granted to them. 
Similar changes in tlfe figures relating to Government ope- 
rations have to be taken account of in tallying changes in 
notes and coin of the Banking Department with other 
ciumgas. 

* 4ee pp. 148>S0{ xm axv. 
















ISB lUnBBRVB fiftNK Oi* XMCIA ^ 

The difference between the maximum and minimum 
notes held in the Banking Department in any year measures 
the seasonal pressure for funds whi<di the Reserve Bank 
has met without any change in its rate. These figures may 
be compared with the average seasonal difference of*12 ^^’ 
crores in the casOi of the Imperial Bank in the years ld21>20 - 
and the large variaticms in seasonal rates which occurred.* 
The much larger variations in the case of the Reserve Bank 
even in these years of low prices and moderate business 
activity and the size of the average cash balances of the 
Imperial Bank which stood in the neighbourhood q)E 30 
crores indicate that but for the creaticm of the Reserve 
Bank, the old variations in the rates of interest mi|^t have 
established themselves again. 

In the second sets of figures, a comparison is instituted 
between the variations in June and December of the cash 
balances of the Imperial Bank and the notes held by the 
Reserve Bank in the Banking Department. In 1938, a fall of 
about 7 crores in the cash balances of the Imperial Bank 
contrasts with the fall of about 22 crores in the notes of the 
Banking Department. These figures illustrate how the main 
burden of seasonal pressure is supported by the Reserve 
Bank while the banks which participate in that finance ^ 
bear it to a smalls extent by lowering their cadi ratios. 

It is evident that the Reserve Bank is playing a great and 
effective part in the elimination of seasonal extremes in 
rates, which cannot but have far-reaching consequences on 
India’s economy in the future. 

While it may be claimed that the management by the 
Reserve Bank of India of the seasonal requirements of 
currency and credit discloses no ground for dissatisfaction 
and that this management may prove to be the herald of 
a new era for trade and business, it is to be recorded with 
regret that the same unanimity of opinion cannot be claim- 
ed for its management of the first linking difficulties pf 
the country during its short existence. As we have n<xt^, 
the failure of the Travancore Naticmal and Quilon Buik 
created an undoubtedly dangerous situation in South Igdiii. 

* See|ip.l48-Sa. a 



In Hie restaraHon of eonfidenoe, the Goveanment of Madras 
^cesDcised a decisive moral influence which won a well- 
deserved recognition in all (juarters. The Government of 
li^ia, while it maintained a close contact with and presian- 
' ablgr offered advice and opinion to the Reserve Bank, pre- 
fcai:^, like tlw Greek wife of yore, to be heard of neither 
for good nor for evil. It is unfortunate to have to record 
that the activities of the Reserve Bank to whom belonged 
the natural direction and leadership of the situation did not 
evoke the degree of confldence and approbation which are 
so iryuch to be desired particularly in ihe early years of its 
exartence. Responsible, bodies like the South Indian 
Chamber of Comm^ce and the scheduled banks of Madras 
blandly complained of failure of expected add and the latter 
could not see any justification why, in the circumstances, 
they should be required to place their balances with the 
Reserve Bank. 

Difficulties seem to have begun when, before the suspen- 
si<m of the bank, the Reserve Bank insisted on an investi- 
gation as a preliminary to any aid. True, the investigation 
wes intended to cover only the bigger loans and items in 
the balance sheet. But it was pointed out on behalf of 
the bank that the news of such an investigation could not 
be suppressed and was bound to precipitate the very evil 
which it should have been its object to avoid. When the 
Travahcore Bank ultimately agreed to an investigation just 
a little before the final end, it was too late for any succour. 

It is. difficult not to concede on point of principle . the 
validity of tiie position tAken up on this point by the 
Tmvancore Bank. '' The proper time tiTsatisfy itself on the 
general portion of the bank was not wh^*the bank was 
^Uidly gasping for breath but in. the course of the preced- 
ing three years during which it was on the list of scheduled 
It could not bP afgued either that the existence of 
tifie Re^^ been too sho;rt to pennit of the accu- 

m^tipn of sufficient material on which to base its policy 
dedkoQ. Onl^ two years before the crisis, the Res^ve 
^nk had grahted the iU-nsmrred bai^ a substantial cr^t- 
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line to enable it to put through its amalgamation adhemei 
It MTould be hardly pn^ter to presume that this offer; wan 
made without adequate preliminary inquiry, 

'Die Reserve Bank was on firmer ground when it imdsted 
that assistance could be given only against assets whieh 
were segregated and clearly assigned to the Bank, llhis 
difficulty was inherent in the native state dcnnicile of tiie 
bank which meant difficulties in case of suspension as to 
assets which could be availed of by British Incha creditors 
and thosa which might be claim^ and seised by native 
state creditors. The Reserve Bank was justified in assur- 
ing the absolute safety of its funds. Its stand is not so free ■ 
from doubt when it claimed that the situation had altered 
in principle because the T. N. & Q. Bank had withdrawn 
the greater part of its legal reserves with the Reserve Bank. 

So long as the T. N. & Q. Bank paid the prescribed penalty 
interest, the Reserve Bank Act was not intended to prohibit 
and did not prohibit such withdrawals. Besides, it could 
not be gainsaid that the withdrawals were the unavoidable 
sequel to the refusal of the Reserve Bank to give any aid 
except after a preliminary inquiry. Again, Central bank 
aid .^ould have no relevance to the volume of compulsory 
reserve lodged with it but only the general position of the 
bank and the volume of its realisable assets. If aid were to 
be limited to the volume of compulsory reserves, scheduled 
banks might as well keep their ’balances with themselyes 
and forgo the dubious advantage of affiliation. 

Certain difficulties of purely legal interpretation also 
arose in the course of the crisis. It was held by the Reserve 
Bank that demand promissory notes could not fall within 
the cetagory of bills of exchange and promissory notes 
maturing 90 days from the date of purchase, etc., which 
alone the Bank was authorised to deal in. With reference 
to Section 17-4d, the Bank held that ^e documents of title 
to gdods and not the goods themselves should have been 
transferred to the borrowing banks and should suiqp<^ 
the promissory note^ which were to be the bams of Reserve 
advances. It will serve no useful purpose to examine 
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here the accuracy or otherwise of this interpretation. The 
Bank could not tove acted except on the strict interpreta- 
tion of law as it existed at the time of the crisis. As a 
matter of future policy, however, it is indubitable that the 
law of the Reserve Bank should be co-ordinated with the 
existing 'bimking and commercial practice of Indian busi- 
ness unless tlife latter can and is willing to adapt them to 
the special requirements of Central banking. It would be 
meaningless to postulate conditions which in fact do not 
and cmmot exist for a long time. If warehouses and conse- 
queptly warehouse receipts do not exist, it is idle to pres- 
cribe such documents as a basis for Central bank assistance. 
The experiences of this crisis have established the urgent 
need of an inquiry into the kind of assets most in vogue and 
the incorporation of the most realisable of them in the law 
of the Reserve Bank as eligible paper. In a country where 
standardisation in such matters hardly exists, wisdom lies 
in defining eligible paper or security in a wide manner and 
entrusting it to the discretion of the Reserve Bank authori- 
ties to liberalize or make stringent its conditions of assis- 
tance acording to market and economic conditions. Rigid 
or narrow restrictions on its powers of discount or advances 
is tantamount in a country like India, as in the case of the 
United States, to legal incapacity for timely or massive 
action in states of grave emergency. 



USim DEPARTMENT LaUu R«weet 




























chapter IX 

A BANKING CRISIS & MANY “BANK FAILURES*' 

^ANK failures r^orted in India from year to year have 
not tile same significance as in other coimtries with more 
advanced banking systons ch: stricter banking or comply 
laws, nil the amendment of the Indian Company Law 
in 1936, no effort was made either to define the word 
*'bank’* or to ensure in ahy indirect way that only res- 
pectable concerns used that description in their title. The> 
consequence was that many insignificant or doubtful ven- 
tures registered themselves as banks and when they failed, 
served to swell the niunber of so-called bank failures. 

The amended Act of 1936 allows banking companies to 
commence business only when they have a minimum paid- 
up capital of Rs. 50,000. Besides, in the course of a defini- 
tion which is by no means precise, a company in order to 
be a bank within the meaning of the Act is required to 
carry on as its principal business the accepting of deposits 
withdrawable by cheque, draft or order. The effect of 
these conditions will not .become immediately visible since 
concerns which were registered as banks _ before 15th 
January, 1937 are allowed to retain that description. At 
no distant future, however, the statistics of bank failures 
are bound to undergo a profound change. 

The only episode which may be described as a banking 
crisis occurred in 1913-14 when one Indian joint stock bank 
after another met with disaster. Otherwise, bank failures 
of the past have been sporadic, individual failures, illustrat- 
ing certain weaknesses -and deficiencies to which Indian 
joint stock enterprise in general is prone. ‘ Epidemics such 
9iS i^ose which have threatened to sweep off the banking 
system of the United States of which shook banking in 
‘several countries in the early tiiirties of the presmit cen- 
tury have been finrtunately almost ' absent. Indian banl& 
suffer fircsn c»tsto endemics the extermination of which 
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V Failure According to Age 

Ordinarily, the long life of at bank should by itself be a 
proof of ite good management. Failures naturally tend to 
be concentrated on banks which are more or less young. 
Two-thirds of the failures which have occurred since the * 
banking crisis of 1913-14 are among banks which were less 
&an 11 years old. The proportion of failures declines very 
rapidly as we reach banks higher up the age-scale. 


Bnnk-Pailurei Grouped by Age 
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Totals for the four periods--50; 411 14tt; 288. 
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Leaving aside the crisis year 1913-14 when very few In- 
dian joint-stock banks could >have claimed for themselves 
an existence of more than a few years, this table of morta- 
lity suggests another important inference. The pr^^Mortion 
of failures of banks, 20 years and more old, seems to be 
definitely on the decline. The failures are being more tmd 
more confined to the infants and -the young. As the abso- 
lute figures of failures of such banks however suggest, this 
declining proportion reflects only the fecundity of the 
* country in ^^nall insignificant '^banks’*. 

As a matter of fact, th^ failures among banks 20 years 
and more old present a disturbing tale« From a qualita- 
tive standpoint, a bank 10 years old should have more 
thiin twice the survival probability of a five years old bank. 
A banli^ which has managed to prolong its existence for 
more than 20 years should have morq than twice the mis^ 
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tance power of a bank wUdi: has existed only for toi years. 
The failure of a bank 20 years, old meems much more harm 
to the community than the failure of 4 banks still struggling 
for a footing in ^e 5th or 6th years of their exist^ce. Yet^ 
'our table recOTds that 11 banks' which were more tiian 20 
years old failed in 1915-20, as many as 19 failed between 
1921 and 1930 and 18 fail^ in 1931-36. In other circum- 
stances, these should be viewed as highly disturbing figures. 


Much of the significance of this analysis of bank-failures 
by age is lost when we take into accotmt the size and 
character of the banks which make Up these totals. We 
may take as an illustration banks which failed after an exis- 
tence of 20 years and more. Of eleven banks which failed 
in the years 1915-20 after an existence of 20 years and more, 
only four had a capital of 1 lakh and more. Sev^ of them 
were so insignificant that nothing about them is traceable. 
Of the total eleven, only two deserve to be noticed as caus- 
ing appreciable loss to the country or its banking system. 
Ihe four banks of some size which we have referred to 
were among eleven which had a capital of more than 1 lakh 
and failed in this period.* 


Between 1921 and 1930, 19 banks failed after a similar 
long existence and of them, only five had a paid-up capital 
of more than 1 lakh. As many as fifteen do not seem to 
have left any record behind them. Of the four about 
which some stray information is available, the failures of 

* Bank of Upper Indi%*-(1 862-1017) Thia bank had apaid-up capital of 10 lakhs. Ch. IX 
The KyasUia Trading and Banking Corporation. (1000-1020). It had a pidd-up 
eaidtal of 7| laldiB. The hank carried on banking and trading aide by aide and as anile» Ipaaes 
on Ita trading brancOi were made good out of proOta on the banking buaineaB. Sometimea. 
d^ta of the nading branch were met from advances from the bank. Advances to directora 
and managers, advances against bapk’a own diarea, advances agalnat single name pro-notes 
made up mote than I'Srd of the totid advances. 

Deccan Bank — (1800-1016). Paid-op mmital 60 thousand. P. Poddurajee and 
agents, advanced money hrom 1807 to Gaoag splmiihg Co., till the loaiO reachra B lakhs. 
W Uquidation, the Spinning Company was purdiased by the bank for 282 thousand and phmed 
under the management of ihe nephew of the Agent. 4 A eriminal charge was brought against 
the Agent but mthdrawn on ground of his serious ulndH. 

The otlM banka makfau up Ae list ate 

Name* Paid-im Capital Place* 

XadunfaiBaak 200 thousand Fyasbad 1882-1016 

Rajdhany Bank ... 10 „ Bangilore 1880-1016 

Rayastha Mamantfle Ba nk i n g Cm^ratlon 20 „ Deffi 

Gqtakfapur Ba^ ... 300 „ GonJdipur ||806-1017 


CMAhtfligHit Rafdl^ 

Gudftwuada Ooperhapt Shri Hanumanta- 


Meer^Bank 


Be. 380 only 
11 


1336-1917 

1600-1018 

1886-1020 


Meerut 
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two only deserve to be recorded as ai^reciable 
During the same years, the number of banks with a paid- 
up coital of one lakh and more which failed runs into as 
large a figure as twenty-three.* , ^ 

In the period of great expanaon of joint stock banks* 
1931-36, among banks which failed, as many as 18 could 
claim a- prolonged existence of twMity years and more. 
Only 5 among them had a paid-up capital of 1 lakh and 
more. Information regarding only one of them is avail- 
able. Those five which had a paid-up capital of more than 
1 lakh were among the seven which had a similar capitali- 
zation and failed in this period.t 


* Alliance Bank of Simla. See p. 818. 

Benpal National BaniS See p. 801. 

AUanabad Union Bank. (1004*1924). Paid-up capital 08 thotiaand. The maiiaarr 
Kedamatli Mitra gave an unsecured overdiaft of 18 ifiousand to hiniself» 10 thoufluid to m 
brother, 21 thousand to his relatives and did not forget his wife who got 8 ihottsand.He 
was also the manager of Annapurna Co.« which dealt in grain which was untraceable. lie 
absconded bat the directors had to make good all dividend ftam 1018 to the catant of 40 
thousand as being paid out of capital. 

Balance Sheet. <000s) 


Fixed Deposits 8 years. 

•« .> 1 Yr. 02 

fp j, 0 klos 0.8 

•t «• 8 Afos. 0. 1 

Sa^ngs Banks 80 

Family Endowment 38 


Unsecured Overdrafl ... 

Fro-Notes 

Bank*s own Shares 
liemortgaged Ornaments 
Aiinapuma Co. 

Cash in hand 


118 

24 

O.T 

24 

48 

(Rs. 84 Only 


Prto^k Bank. (1808-1024) See p. 288. • 

The other banks were : — 

Bankof Trichinopoly (1000-1021). Paid-up capital lO'tbousand. KIsha Mercantile and 
Agricultural Bank (1001-1022). Patd-up capital 14 thousand. ChlkbalUpur Kandavarsapei 
Sri Venkataramanaswamy Bank (1800-1022). Fhid-up capiUI 1 1 Uiotisi^. Ha^ Kamatle 
Bank (1877-1022) Capital 6 thousand. Mandya Ldeshmi Vilasa Bank (11^1022) Capi^ 
18 thousand. Pretoria Bank (1001-1023) Capital about 8 thousand. Pomm MewtUe 
Bank (1808-1028) Capital 124 thousand. Vellore Commercial Bank (1004-1020) CapiUl 
8 lakhs. Gundlupet Sri Himavat Gopala Krishnaswaroy Bank (1001-1026) Capital 12 
thousand. Mercantile Bank, Bangalore (1802.1im) CaplUl 4 Ihpu^. 

RajaraJeswari Bank (1000-1020) Capital 88 ^housai^. Pa^ Uniim 

Capital 80 thousand.' DevanalU Sri Adinarayanaswamy Bank (1896-1020) Capitol 15 thousand. 

t Peoples Bank of Nortliem Indio (1026-31) and Dawsons Bank which failed but 
rooonstructed were the only important failures. Both were Imo than 20 years old, the loiter 
being founded in 1014. / 

Kaiscbi Bank s— (1910-1980) *WiUi a IwM-ttp capital of Si lakh*, th. bank^ 

«diM at Bombay, Hyderabad and Larkana. The manaiier. accountant ^ tmtU er of t^ 
Bondmy branch wrho were paid Ba. 150. 130 ai^ llOper nmtt reanecUvcly mtoappmorlatcd 
bank’a money and euccemftSy concealed the ftieU from the bnuw^ Inai^tor by 
SS^if «nn of Ife thouj^wa. tapped at the aeoount Mweantfle Sank 

aiirf signatures of constituents were forged. All were switeno^, the first two to king ienns. 
Loans to relations of dlrectorB proved another cause of bank's dHReultics. 

The other bank. w««,-Palma ^k OMjMMO) ^tal *-22^ 

fwdi.' TriehonopolyBank a*05-l^) M thoU^K^T^new^ »•"* Wg*- 

198S) Cmrital 1.8 liddu. Co-opemUve IBndurtlMit . Bank ( 1908 - 1982 ) 

Meerut. aink (1884-lMS) Cwsltal 80 thouaaad. UarUumsa Btok <18Sl-l«W) CrndW 

Mthoumnd. Bharat Natloiial Bitak (18^3884) 

(1918-1985) cental 8 thouwnd. Midnapore Bank (1818-1985). Mu*^ BajkU^. 
aMO-1985) Chirital^r BanhteK ■>» Ornament MannflMturing to- SSSS"SS!Si 

ao'tfaouMoid. Lahore Bank (1808-1985) Capital 95 tboumi^. . Bhah 

(]3u^9iS) Owdtal 90 thoiwand. Madaripor Bank (1911-1988) Capital 10 •»“ 
Slllwtttaidcawara Bank (1880-1880) Oqdtal 81 tbouaand. 


s 


MOINBRlf BAimiKa IH* IMmA V ^ 

Ilie general conclusion stands nut frcnn these focte that 
among reported bank failures in this country, age by itself 
is not a significant factor. Concerns which hardly deserve 
to be de^ribed as banks manage to lead e charmed life for 
*’years and years and then slip out of existence. 

' 1/ ■ 

Failures according to Paid-up Capital 
It would be difficult to decide whether, among banks 
which have reached or passed a certain optimum size, long 
life or large resoiurces are a better indication of capacity 
to withstand adverse times. If age were no ^factor to be 
taken account of, it is natural' that mortality should be 
more frequent among banks with smaller resources than 
those with ample resources. It is unfortunate that the 
statistics of bank failiures indicate only llhe paid-up capital 
of banks which have gone into liquidation and are silent 
about reserves or deposits. Basing our analysis on paid-up 
capital only, we find that more than three-foxurths of the 
failures which have occurred since the banking crisis of 
1913-14 are accounted for by banks with paid-up capital 
of less than 1 lakh. The table below illustrates the ten- 
dency of the proportion to fall as we move up in the scale 
of capital resources.* 

Failures according to ]Miid-up Coital 


























|5 B«NK. PAILBRBS 

i '13ie first and third periods show a high percentage oi, 
failures among the biggest banks. The failure of ^ 7 H^nira 
with a paid-up capital of 5 lakhs and more in a total of 
47 in 1913-14 should not cause any surprise. The panic of 
1913-14 started with the fall of one of the biggest Ihdiaif 
ventures and %pread to all, other banks. A panic does pot 
discriminate in its victims. 

The failure of 12 such banks among a total of 104 during 
1921-30 stands on a different footing. Among the victims 
were the Alliance Bank of Simla, the Tata Industrial Bank, 
the Calcutta Industrial Bank, Trust of India, Industrial afid 
Exchange Bank of India, Bengal National Bank, Bombay 
Merchants Bank, ^le Bank of Morvi, Indian Industrial Bank 
and two private concerns connected with the House of Petits 
in Bombay. Most of these failures have been analysed else- 
where in this chapter. It is clear that in every case the 
failure was an individual misfortune, more than deserved 
in most cases by long and recalcitrant mismanagement. No 
evidence is forthcoming to prove that these years present- 
ed any exceptional difficulties to Indian banks as sudl. 

Thefarate of annual suspensions of banks indicates that 
failures among the bigger banks are graduaUy declining 
with the progress of years. The rate we have calculated 
is not exact since for banks in liquidation we have figures 
only of paid-up capital, while for banks in existence at the 
commencement of each period, the fiigures take account 
both of paid-up capital and reserves. Banks with paid-up 
capital only of Rs. 1 lakh and more must be considerably 
less than banks with capital and reserves of the same mag- 
nitude. In other words, the rate calculated understates 
the mortality from period to period. But this discrepancy 
is not likely to alter the trend of things as such. 




'Bank! in extotmiee k 
oommenoement 
of eaeh period. 
(Capitol Ra. 1 toUi 
and above.) 

' • 

t'otal banka In 
Uqiildation. 

Rate of SttipwtrioP 
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The stzikmg discrepancies of fhe first two columns prove 
the great, almost overwhelming share of the small banks 
in **bank-faUures” in this country. The growing stability 
of the bigger banks is well demonstrated by a consistent 
Vlecline in the rate of annual {Suspensions. 

We shall how present an account and analysis of some 
of the bank failures which are representative and indicate 
certain broad inferences and conclusioxls. An effort is 
made to ^oup the failures according to the main causes 
which appear to have brought them about. In every 
failure, of course, many causes have been at work; in some, 
one cause may have called into existence others and it is 
not altogether feasible to reconstruct tlft! chain of events, 
gtill an arrangement of this kind is much to be preferred 
to a chronological account as facilitating the review of the 
whole problem which is the subject matter of the next 
chapter. ^ 

LaK <|jawSk Public Ignorance and Bad or Dishojnest 
Management 

Among many wiles employed to beguile the public into 
placing their funds with banks, none was more crude or 
more frequent than the advertisement of imposing figures 
of authorised or subscribed capitals as against very frac> 
tional amounts of paid-up capital. 

Po<Mui Bank, Poona. — ^This bank was founded in June, 
1889 and went into liquidation in August 1924. There is 
little in its balance sheets to justify its mar\'eliously pro- 
longed exist^ce. It took full advantage, however, of tHe 
bmking boom before 1913 to tempt into its coffers deposits 
9 to 10 times its paid-up capital. At a tims: when, its paid- 
up capital was little more than 3 lakhs, an advertisement in 
the leading Skiglish dally of the province announced its 
{|ufhoiised capital as 10 crores and its subscribed, capit^ as 
^ lakhs. While Rs. 85 per share of 100 were still uncalled," 
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it even issued new shares to bring more grist to its miUs. ' 
The crisis of 1913-14 denuded the bank of the bulk of its 
deposits and it never recovered thereafter.* 

Amritsar National Bmik.— Ihis bank had a very brief but 
apparently bright career frcmi January 1922 to May 1923. " 
Within that amazingly short period of time, it collected 
deposits equal to about 12 times its paid-up capital. Its 
authorised capital was advertised as 50 lakhs and subscrib- 
ed capita^ as Rs. 10 lakhs while the capital actually paid in 
was Bs. 160 thousand only. 

To create or merely to advertise a large number of 
branches was a common device which promised a double 
advantage. It treated a sense of imposing size or enabled 
the banks actually to spread their talons far ajid wide. 


The Pioneer Bank. — ^This Bank which we shall notice 
again presently had a paid-up capital of about 2i lakhs and 
deposits of about 3 lakhs. In its advertisement in the Press, 
it promised the public that branches were to be opened in 
Ixmdon, Paris, New York and 31 places in India “as soon 
as certain arrangements were completed.” 

Th^ Hindustan Bank, Multan. — ^This bank was founded 
by Mr. Daulatrai brother of Mr. Lala Harkishen Lai in 
July, 1906 and went into liquidation in January, 1914. At 
one stage, its authorised capital was increased from Rs. 24 
lairhfi to 10 lakhs but the paid-up capital remained un- 
changed at 120 thousand. Within the shor^ space of six 
years, as many as 36 branches were created and the amount 
of deposits was inflated to above Rs. 10 lakhs. 


Kathiawar and Ahmedabad Corporation.— This bank 
established in June 1910 and liquidated in December 1913 
took evident pride in its authorised capital of 50 lal^ 
against paid-up capital of 7 lak^ and odd. In its brief 
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career of two years and a half, it created about a dozen 
branches in India and one more in Nairobi. On its failure, 
the wily shareholders in Ahmedabad did everything to 
frustrate the depositors and creditors of the Bank who un- 
fortunately for them hailed largely frcan the Punjab. When 
the Court ordered compulsoiy liquidation, the shareholders 
tred to evade the rigorous inquisition by pleading for 
voluntary liquidation: The auditors of the bank avoided 
to report and the auditor appointed by the Court j:ould not 
obtain access to the relevant material! 

Hie adoption of similar or imposing names was another 
bait offered to the ignorant or ill-informed public. There 
was launched in Delhi in February 1913 ^a bank named 
Imperial Bank. Its authorised capital was Rs. 10 lakhs, 
subscribed capital 40 thousand and paid-up capital about 
8 tiiousand! Luckily, it disappeared in October 1914. 
Otherwise, the christening of the three amalgamated Pre- 
sidency Banks might have raised a nice difficulty seven 
years later.* 

The fact is that the very word “bank” has a connotation 
for the ordinary man which proves his siren song of disas- 
ter. Even before the outbreak of the banking crisis of 
1913-14, the danger was quite felt and realised by the Gov- 
ernment. “Poor and uneducated people”, the Finance 
Member of the Government of India said in March 1912, 
“are attracted by the word ‘bank* thinking that it neces- 
sarily implies ^security and stability; and unscrupulous per- 
sons accordingly apply the term to speculative business in 
order to attract investors and depositors.” But the Finance 
Member could think of no remedy, legal or otherwise. He 
Contented himself with declaring that the Government of 
India ipight well hesitate to rush in “where more experts 
^ced legislators fear to {read.” The consequence was the 
banking panic of 1913-14, any remedial action being de- 


the Bomliay HSgti Court, Mr. Mulls J.noorded an interestloit Judsment in 1922 
jt ^ NttUonm Bunk of Indore fkoin oarrying on bufllnem under that name on the 
aotloii of the National Batik of Ihdia. Leadbog brokem gave cvidetiee for the plakitiff bai^* 
It was held that the quectton inauch eases was not whether the intdligent section of the publfo 
was Jifcehr to be deceived but whether Ihe at large was lik«4y to be deoieved. The 

IhUoaGif dietum of Sir 0» Jes^ 90 L. J. 255 was quoted with amorobatlon. **Tlds 
frabUe are csureless and tt is no use sttpposiiii tiiat if they fMdd a moderate attention to names 
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ferred even after that on account of the outbreak of the 
Great War. 

As one peruses the doleful tale of bank-failures in India, 
one wonders whether the ignorance of the public was sot 
equalled and indeed exceeded by that of the worthy bankers 
who set out to endow India with a great banking system. 
Undoubtedly, fraud there was in plenty and in quite despi- 
cable forms. Yet, it is more probable that in many cases, 
ignorance in very naive forms was more responsible for the 
misfortune of Indian banks. 

The British India Bank. — This bank was established in 
April 1911 and for two years before it was formally liquidat- 
ed in Sptember 1913, it seems to have become somnolent. 
Its authorised capital was Rs. 250 ^ousand while its paid- 
up and subscribed capital was Rs. 6 thousand only. In less 
than a year of its establishment, its boasted of 3 branches 
and 17 agencies in *‘all towns, cities, trade-centres through- 
out British India.” 

The promoters of the bank who elected Allahabad for 
their operations adduced certain very forceful reasons to 
overcflne the traditional timidity and suspiciousness of the 
investors. “Unlike concerns in which machinery has to be 
purchased and buildings have to be erected, and the money 
of the investors has to be idle for a considerable period," 
they pointed out in their prospectus, “in the banking busi- 
ness, money is invested in some other profitable venture 
firOm the day it is paid in and the shareholders and deposi- 
tors can always expect quick and good retium on their in- 
vestment.” The prospectus then proceeded to imfold the 
many anH varied services which the bank aspired to bring 
to the doors of the public. It undertook to offer Vsound and 
proper advice. .. .concerning investment of any class.” “It 
was prpared to effect all classqs of insurance as agents 
for the Life, Pire, Marine ancT Accident OflRces.” Jt 

would “engage passages to any part of the world.” On 
bAbalf of its ccaistituents, it was to undertake “to conduct 
business of any nature, whether occasional, special or i)err- 
manent under a power of attorney.” 
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Tlw wania Ayyar Bank^ Madras.— A touch .of the 
genuine Quixotic is supplied by this bank which went into 
iiquidaticai in 19;^. It was set up lus a poor man’s bank 
and to its name, it accepted deposi-:s of even a fraction 
of -'n anz)a. Among its valued customers were reported 
many b^gars. When ultimately the bank closed down 
amidst exciting scenes, the ingenious Sivarama Ayyar, its 
founder, shareholder and manager ascribed the failure to 
heavy ^penses of organisation and the prevailing trade- 
depression! During its brief and presumably bhght life, 
it had opened branches at Madura, Trichnopoly and several 
other towns. 

Bombay Ba nk ing Company. — ^This bank ;was established 
in Nov^ber 1898 and ^after a long and apparently useful 
life was dragged into liquidation in the panic of 1913-14. 
Ihe concern achieved reputation and confidence in certain 
social circles and communities because of the presence on 
its directorate of a highly respected and eminent medical 
practitioner of Bombay. It appears that the Directors 
gave “complete discretion to the agents of the bank.” lliis 
discretion was used by the agents to give liberal loans to 
themselves and to prepare entirely false balance-sheets. 
The shareholders gratefully received their dividends of 12 
per cent, and made no inquiries. A fiutter of suspicion 
was caused in October 1912 when the manager took a trip 
to America and Rs. 5 lakhs were withdrawn by the deposi- 
tors. The dividend of June 1913 was a modest one of 6 pjer 
cent. The bank continued, however, in an imconcemed 
manner as the eminent director mentioned above endorsed 
without inquiry or appreciation of the responsibilities he 
incurred thereby, all himdis submitted to him. But when 
panic arose over the failure, first of the Peoples Bank of 
Lahqre^ and then the Credit Bank of India at Bbnibay, 
jsu^eni^on was forced ofi it despite courageous efforts to 
s&ve it off. TTie agimts promptly declared themselves in- 
solvent. 

The dire^ors seem to have then discovered the way in 
#hibh ime b^ was managed. “As to books,” obsmves 
rmxnt of the liquidators, “the bank fidled to keep even such 



books as are generally kept by private baniHng firms. 
one day book and one ledger were and the - 

directors and shareholders appear to have been eontoat 
with these two books.” The liquidators exprem the su^i- 
cion that - ‘*the registers of ^curities and pro-notes w^re 
suppressed.” 

The ^oneer Bank, Bombay. — ^Established in Septmnber 
1911 by Rahim Joosab, the brother oi the much more well- 
known Jaffar Joosab, manager of the Credit Bank of India, 
the bank was finally liquidated in X>ecember 1916. With 
an authored capital of Rs. 50 lakhs and subsoibed cai^tal 
of about Rs. 15 lakhs, it collected a paid-up capital of about 
2i lakhs and deposits by 1913 of about 3 lakhs. Most of its 
paid-up capital ;ivas bogus. Moneys which were paid in as 
subsoription to the bank’s shares w^e loaned out to the 
same parties against those very shares. Persons in finan- 
cial difiiculties were invited and given loans part of wluch 
was retained as application money, for Pioneer Bank 
shares. When petitions were presented for winding up on 
these grounds, it was held that these groimds related to the 
internal management of the bank and did not fall under 
any one of the five heads stated for the purpose in the *■ 
In^h Companies Act. 

The Credit Bank of India. — ^Established in December 1909 
with an authorised capital of Rs. 100 lakhs, subscribed 
capital of Rs. 50 lakhs and paid-up capital of Rs. 10 lakhs, 
the t^Qnlr started in Bombay the epidemic which had broken 
out in the Punjab with the collapse of the Peoples Bank of 
Lahore. The Credit Bank achieved among other things an 
unusual distinction for gathering within its fold men who 
were quite untrained for the responsibilities entrusted to 
them. On appointment as manager of the bank, Jaffer 
Joosab pleaded ignorance of banking or accountancy and 
requested the Directors to give a strong committee to assist 
him. Till the day of the colhq>sd of«the bank, he had not 
grasped the meaning of a bill of exchange. When a^ed 1k> 
account for Rs. 5 lakhs out ot a total of about Rs. 7 lakhs ;; 
shown as current accounts, he made the following confess 
Sion: “That was made mere paper entries; MMrjr 



* taught ine tills and sud it Was not illegai 

and many banlm were doing it. . . .^e account and bidance- 
fliieets were prepared by my staff under instructions from 
ilie auditor.” The chairman of the Board of Directors was 
in no happier situation. ''Before I became acquainted with 
the bank”,* he admitted, "I had absolutely no knowledge of 
dnance or batiking, nor have I any now.” Mistri, -^e audi- 
tor, pleaded ignorance as defence for ev&cy omission or 
error pointed out in the course of the trial. 

Tlie Beagal National Bank« — Tbie Bengal National Bank 
was one of the few outstanding institutions which*resurgent 
patriotism created in the eventful years 1906-07. Through- 
' out its career, it adhered very strictly to the initial resolu- 
tion of the founders to exclude all f oreigji element from 
the management. Inexperience of banking, however, was 
more than offset by a very overcautions policy in the initial 
years of its existence. As late as 1913, the balance-sheet 
discloses a high amount of Rs. 5.1 laldis as cash on hand 
and at bankers against a total deposit liability of 24.8 lakhs. 
The ratio of working expenses to total resources was not 
too unfavourable while the t^nptation to declare high 
dividends was firmly and consistently resisted. 

Dividend per cent. 

1908 Nil 

1909 1 

1910 1 

1911 .. 4 

1912 5 

There had been difficulties in 1913-14. In 1917, a Utiga- 
tidn caused a severe fall in deposits from Rs. 25 lakhs to 
Rs. 2.7 lakh s. But the bank recovered steadily from these 
disasters till by 1923 its deposits exceeded Rs. 80 lakhs. 

Unfortunately, more permanent causes were slowly un- 
dermining the strength of the instigation. Patariotism Jby 
itself is a poor substitute *f or business ability and vigilance. 
Sboner or later, it serves as a convenient cloak in the hands 
Of unprincipled men in vdii^ all walks of life and parti- 
ctdarly bustaess abounds. Thie bank became 

gradually a family concern. Yotmg nvm without any 
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qualifications found themselves in xeqp(»isfifie positidna* 
simply because they were connected with the pronmtem 
and organizers of the bank. Five out of six directors bc^ 
came heavily indebted to the bank. One of them alone 
obtained a loan of Rs. 3 lakhs against no security of any 
kind. Two of the moving spirits made it their specie! oen* 
cem to obtain unsecured acccuxunodation for a host of their 
friends and associate. Most of the bank officers were con* 
tent to have overdraft accounts for themselves without any 
security or with insufficient security. The auditors were 
not forgotten; they received generous accommodation from 
the bank. . 

With deposits of Rs. 81 lakhs, unsecurred loans reached^ 
the astonishing figure of 50 lakhs while industrial concerns 
of very doubtful character received by way of loans as 
much as Rs. 25 lakhs. 

A severe warning came in 1923 when with the failtire of 
the Alliance Bank of Simla a run on the Bengal National 
Bank drained away as much as Rs. 24 lakhs out of deposits 
aggregating to Rs. 85 lakhs. The Imperial Bank of India ^ 
came to its aid with two loans amoimting to Rs. 20 lakhs 
against the liquid assets of the bank. The warning either ^ 
came too late or was not heeded. On March 31, 1926, the 
bank issued the following astonishing balance-sheet. 


Liabilities 

(figures 

in lakhs.) 

Assets 


Capital 

.. 8.0 

i^xed Assets 

.01 

Reserve Fund 

.. 2.5 

Bills and Loans 

112.0 

Contingency Fund 

0.7 

Securities and 


Deposits 

81.0 

Investments 

1.6 

Simdry including profit 
• and loss . . 25.0 

Cash 

3*8 


The bank now developed an extraordinary technique of 
returning cheques on fiim^ expuses while men of straw 
were alleged to be still receiving oVferdrafts. Withdra^^als 
began, in Ajuril 1927 and culminated in the closing of the 
It was estimated later that not more than Rs. 
lakhs worth assets were recQverable. . 
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A' ^iininal jpTOseciitioii brought to a close this injg^oiioiw 
histcnry. The auctitor ^^ose criminal Compliance was ies** 
pcmsibie for tiie postponem^t of the evil day for a long 
tin^/ the director and managing director who were the real 
cidpiits in this abuse of public trust were all sentenced to 
long terms of iminisonment. 

Dangers ef ln4ustrial Finance 

In another chapter, we have analysed the implications 
and present position of finance of industries out of banking 
funds. From very early days, public opinion 'in India 
stimulated by the spectacular economic success of Germany 
^and Japan has been overwhelmingly in favour of mixed 
banking such as prevails in thiese and other countries. It is 
. hardly surprising that this opinion should have reflected 
itself from time to time in ventures along these lines. 
Unfortunately, it is not clear whether the public, most con- 
cerned with such ventures, has begim to appreciate even 
now the limitations, precautions and technical conditions 
presupposed in their successful working. 

m 

!l%e Peoples Bank of Lahore. — ^This bank was established 
>^* in February 1901 with an authorised capital of Rs. 35 lakhs 
and subscribed capital of 22 lakhs. It' closed its doors on 
19th September 1913. The magnitude of its resources was 
by itself sufficient to make its failure a major event in the 
wmrld oi Indian banking and finance. Unfortunately, its 
disappearance acted as an immediate provocation to a wide- 
spread outbreak of distrust which had been gathering force 
slowly in the previous few months. In the rapid succession 
of failures which now ensued the panic-stricken public 
lost all sense of discrimination and each bank which failed 
was judged by the standard applicable to the worst of 
them.; V 

in the case of the Peoples Bank of' Lahore, there was less 
jua^catitm for such w attitude. The object of the bank 
was stated veiy clearly in its memorandum of association. 
The banic was fdunded^to and maintain, industrial 

enterprises on "swadeshi” linea Ih an early report, the 







'dtljBctors. quite explicit. The xeport ran: *'Qur maiia^* 
ing director, li&. Harki^en Lall having espoused the cau&e 
of industries in the Province, the directors agreed with Mm 
in investing funds in industrial concerns in preference to 
land mortgages or trade-hundies.'* ■ ■ \ 

The following balance-sheet published three years before 
the collapse of the bank may ^ compared with the princi- 
ples and inractices of mixed banking we have already 
analysed.* 

31 December 1910. 


• 

(figures in 

lakhs.) 


Paid-up Capital 

11.5 

Cash-credits, bills, pro 

• 

Reserves 

1.8 

notes, overdrafts . 

79,3 

Deposits 

• 98.4 

Deposits with othei: 




banks 

2.4 



Drafts in hand 
Debentures and other 

1.9 

. 


Investments 

4.2 



Govt. Paper 

Cash in hand and at 

4.2 



bank 

7.1 


The circumstances in which the bank undertook to aid or 
Initiate industries in this country were in no way favour- 
able. Industries were either conspicuous by their absence 
or in very immature stages of growth. While men made 
fortunes in mere trade and commerce, industrial enterprise 
was nowhere visible except in the already well establudied 
cotton and jute mills of Bombay and Calcutta. It is not 
surprising that Uie managing director of the Peoples Bank 
became also the promoter and manager of several enter- 
prizes. He had the long vision also to incur much expen- 
diture to finance Indians abroad for tiie study of industrial 
a nd technical subjects. The combination of banking and 
ent^rpreneurial functions need not h|pye led the bank into 
difficulties if the standards of banking practice had been « 
quite strict 

When the bank ceased to operate, it was found that 88 
lairhg out of total deposits of Rs, 1 crore and more werg 

• Fp.188'400. - , 



advimced to enterintees in 'which the managit^ 
was directly interested. The number of concerns in which 
the managing director exercised direct ccmtrol was as high 
as 17. As late as 1913 the directors do not seem to have 
^fotmd any cause for uneasiness. In their report of that 
year, they even took notice of **some adverse talk about 
bai^ inyestmimts in industrial concmis.” They, however, 
declared themselves as satisfied that all liid>ilities to the 
bank were adequately covered by prc^rties. Unfortunate- 
ly, many of the major concerns on which the funds of the 
bank were embarked did not prove profitable. The most 
ifiiportant among them were the Punjab Cotton Press to 
which 20 lakhs were advanced, the Lahore Spinning and 
Wea^^g Mills and the Pimieer Invest^oit Company to 
which 8 lakhs had been offered. The confidence which the 
directors had placed in the managing director was never- 
theless vindicated by subsequent investigations. The report 
of the official liquidators could not discover any trace of an 
effort or intention on the part of the managing director to 
profi,t himself at the expense of the bank. On the contrary 
there was much in his behaviour to prove the excellence 
of his motives. In the ultimate result the bank paid all its 
creditors in full but the shareholders lost all their capital. 

The Amritsar Bank, Lahore. — ^Along with itself, the 
Peoples Bank dragged into the abyss the Amritsar Bank 
which was deeply interlocked with it. Mr. Harkishen Lall 
whom his detractors nicknamed the Napoleon of Punjab 
Finance on account of the magnitude and boldness of his 
ventures had been its director till 1910 but even after his 
retirement continued to influence its policy in a decisive 
manner. In the post-mort^, it was found that Rs. 4 lakhs 
wi^ advanced to Mr. Harkishen Lall in his personal capa- 
city. Against advances of Rs. 21 lakhs more, the securities 
wi^ eith^ mere^ promises to 'pay or shares of Mr. Har- 
kishen Lad’s Concems. In the auditors* report for 1911, the 
following [fignificant s^itence occurs: *‘We reEerred to the 
durckdors c^aih^^^^ which appeared to us to he not 

TUHy secuxeii. The directors however hold the ojHhioai that 
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ihe acTO are secured.** 66 per cent, of tibe assets of th6 
> Amritsar Bank .as against 56 per cent, of those of the Peo- 
ples Bank were found to he invested in the same 10 C(»n- 
panies. 

The Tata Industrial Baidc. — The Tata Industrial Banl^ 
came into existence in 1917 in the very midst of the Great 
War amidst the glamour of the House at the Tatas and 
the warm greetings and expectations of the busing public. 
The termination of war prosperity with the crisis of 1920 
and hopes d^erred of high dividends seem however to have 
induced sobriety, if not positive sickness, in the hearts of 
the shareholders. Within about six years of its establish- 
ment, their clamour forced amalgamation withe's commer- 
cial bank, the Central Bank of India. 

- The following statement of liabilities shows its progress 
and the extent and degree to which it was qualified to 
undertake industrial finance. 


(Airum In Uikht.) 



I Capital and 

Ranerve 

1 Dapotit*. 

1 Fixed Current 

j TtoUl 

Caeb* 

bafauiee 

ms ... 


70 + 


228 

19S 

482 

TO 

1919 ... 

. . . 

152 + 

• •• 

415 

S90 

S71 

160 

1922 ... 


' 225 + 

18 

419 

225 

905 1 

210 


In 1923, on account of the severe collapse of the post-war 
boom, industrial holdings showed some depreciation and 
there was a loss on sterling bills acquired in times of low 
exchange rates. An allotment of 11 lakhs out of profits 
had to be made to offset these losses. As a memorandum 
subsequently circulated by the general manager pointed 
out, purely industrial investments aggregated to Rs. 27 
inlrhg only. These were distributed among three enter- 
prises chiefly — a bank in London by name British Italian 
Ccnporation, Tata Iron and Steel Company* (second prefe- 
rence shares) and Bombay Electric Supply and TVamways 
Co. Two of these three have subsequ^tly more than 
justified the choice of the manager. It was also pointed out 
that liquid assets accounted for abcHit 66 per cent, of the 
deposits. Since more than half the deposits were fixed and 
the^flx^ capital amounted to .more than 15 per cent, of toe 
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de^pdBits, this certainly indicated a sound state of th&g& 
Ttna, 66 lakhs had been lavished on magnificent structures 
in ^mbay and C^cutta. Bett^ insight into public psy* 
chplogy abou^ banks and a knowledge of practice elsewhere 
^should have pco'haps reconciled the shareholdons to this 
Indian 'prodigality. The management pleaded that after 
housing the bank, the properties were estimated to give a 
return of 4 per cent. 

But the House of Tatas was then under a cloud. Many 
of its other enterprises were yet to fulfil tl^e investors* 
sanguine hopes, hopes fostered by the quick riches begotten 
of the war. The Industrial Bank had some interests in the 
Industrial Finance, Ltd., which was but another name for 
some Tata concerns — ^notably New India Assurance Co., 
Nira Valley Sugsu: Co., Tata Power Co.* In this atmos^ 
phere explanations, however valid, were of little avail. 

One decisive fact stared the shareholders in the face. 
The profits from ordinary banking business were mode* 
rately good and consistent. The industrial side of its .acti- 
vities appeared to exist only to diminish these profits. 
Under great clamour, the directors were coerced to promise 
not to make further investments in industries. 

When the shareholders met sholrtly thereafter, on^l9th 
July, 1923 to cast 550,000 votes in favour of amalgamation 
as against 259 votes against it, they exacted one safeguard 
from the management. The directors of the new bank were 
required to eschew seats on the directorates of other banks. 
Obviously, interlocking directorates were an evil .much 
feared in those days. 

The Bank of Burma. — ^Ihterlocking interests may be un- 
avoidable and perhaps even desirable in certain stages of 
industrial progress: With a high standard of business 
ethics, they are quite innocuous. Character and not laws is 
the ultimate foundations on which greatness of a commu- 
» nity in economic as in other fields of endeavour has to rest. 
Yet, it is equally undeniable that laxity Of law and practice 
is lUCHe ofticm^ thi^ not an invitation to all that is mean and 
unestinml^ in a < <^mmunity. 

■ •p. m.' 
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manager of the Bank of Burma fell under the power 
of its two directOTs, Messrs. Mower and Clifford. These 
two grabbed the funds of the bank fcsr their own enter- 
prises. The security of the loans consisted entirely of the* 
shares of the companies of which the agency was with 
Mower & Co. Only two of these comiumies were paying 
dividends. The bank went to the length even of under- 
writing the shares of Mower & Co., at Rs. 21 per share of 
Rs. 15 nominal value. Imprudence or speculation was piled 
on fraud. 10 lakhs were lost on scares of Burma In- 
vestments, Ltd., and Burma Petroleum Co., but the direc- 
tors would not take any notice. Ehren when the fate of the 
bank was clear, large fixed deposits were offered and ac- 
cepted in the last few weeks of its existence. 

It took about 10 years to liquidate the bank completely. 
The creditors were lucky in receiving a dividend of as 
much as annas 0-14-6 in the rupee while the shareholders 
lost everything. 

Dangers of Speculation 

It is a matter for opinion whether ordinary deposit 
banking >can be combined in a prudent manner with the 
finance of industry. When a bank is launched with a clear 
avowal of this object, no blame could rest with the organ- 
isers on the ground of misleading the public or misapplica- 
tion of their funds. Very frequently, however, banks 
appeal to the less scrupulous as a convenient eneans to 
acquire funds which, if the object were stated clearly, 
would not be forthcoming at all. While many of the fai- 
lures already noted illustrate this danger, the most glaring 
example of such abuse has yet to be recorded. 

The Indian Specie Bank, March lOld^The foundation of 
this bank' with an authorised capital of Rs, 2 crores, subs- 
cribed capital of 14 crores and paid^ip papital of about 
754 was due to the initiattve aiid enterprise of one 

man, Mr. Chunilal Ssraiya. OriginaUy a man of medical, 
qualifications, he had had a long eitpericnce in the methods 
and practice of banMng the sbiff of Bank of Beng^ 
He played a note^^orthy part in iihe laimching of the Bai^ 
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of India in 1906. He withdrew from the bank when tiie 
authorities of that bank declined to appoint him its mana- 
ger. His reputation for ability and financial skill was, how- 
•ever, so high that he attracted into the directorate of his 
new bank some of the most eminent men in the public and 
business life of Bombay. Unfortunately, events . proved 
that Mr. Chunilal Saraiya’s inclinations lay all in the direc- 
tion of speculation rather than constructive business. 

Very early in its career, rumour became bpsy that the 
bank had embarked on colossal speculations in silver. 
Authoritative notice of this rumour was taken when in the 
course of the fifth general meeting of the shareholders in 
1911, the chairman said: ‘1 may mention that not one 
ounce of silver is held by this Bank on its own account and 
your Board is determined to adhere to this policy.” Yet, 
the belief persisted obstinately in the public mind. Within 
less than a year of this disavowal, the Commerce of Cal- 
cutta reported that “the attempt to comer silver, a project 
of the directors of the Indian Specie Bank, still continues, 
and the leading spirits of the enterprise entered the market 
again as buyers on a large scale.” In the following May, 
the market recorded its estimate Of the success by putting 
up shares of the Indian Specie Bank from Rs. 52 to Rs. 66. 
Admirers of this species of banking were not lacking either 
in those quarters which should have known better. A 
local journal commended Mr. Saraiya with evident appro- . 
bation as the manager “who forced the Secretary of State 
in Ikigland and the finance member^ in India to buy silver 
at enhanced rates, thus earning a profit of about Rs. 25 
lakhs at a strc^e,” 

The mode of operation of the speculators whose names, 
although known with an abe^ute moral certainty, were 
never officiaUy disclosed, was neither original nor. inge- 
nious. In tiie list of the debtors of the baidc, there appear- 
ed the mysterious firm of Mr. Nanabhai & Co., which was 
the fixed the aforesaid speculators. . 

When the time for the compilatten of ea^ balanee-ifiieet^. 
l^ved, the psed to disappear to n^iske room for ficHV 



^ BANK FAILOBES . 851 

tious debtors passed apjnopriate promissory noteK 
The directoHTs of the bank itself took good care to idiow 
fheir liabilities to the bank as nil. As a matter of fact, 
when the bank closed its doors, they had to admit a liabi-* 
lity of Rs. 12 lakhs which they hurried immediately to pay 
off. The following figures set out what the trying judge 
describes as “a miserable tale of the lowest form of fraud, 
the creation of fictitious debtors and the preparation of 
demand pro^ssory notes in support of these.” 

(in lakhs of rupees.) 


1909 


• • 


Losses 
.. 22 

Gains 

1910 




9 


1911 

• • 

• • 


81 


1912 

• • 

• • 


. . — 

80 

1913 

• f 



78 

— 


Thus the bank was saddled with a net loss on account of 
speculation in silver to the extent of Rs. Ill lakhs, while 
silver worth more than 4 crores was found to have been 
held on behalf of the bank in London by Messrs. Sharp 
and Wilkinson. 

The immediate cause of the collapse was the fear raised 
in the public mind by the fall of the Peoples Bank of 
Lahore in September 1913 and the end of the Credit Bank 
in Bombay on 1st November 1913. The Specie Bank was 
presumed to have common interests with the latter. Later, 
the manager of the Credit Bank himself admitted that 
large sums were represented with mutual consent as l3ring 
with the Specie Bank on behalf Ihe Credit Bank which, 
m his opinion, was a legitimate form of window-dressing. 
The Specie Bank also held under doubtful title cotton mill 
shares of the value of Rs. 20 lakhs whidi had to be subse- 
qufflitly surrendered. In the run which gnsued, the Indian 
Specie B»nk paid out in cash Rs. 90 lakhs in a few weeks. 
The public was profoundly impresi^ with the prompti- 
tude and the apparent case. Yet» more critical minds 
.^oidd not but no^ mysterious movements in the balance 
sheet. The reserve fund of Rs. 19, laWis invested in Govern- 
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ment securities had disa|>peared. Deposits fell by Ra. 48 
lakhs. But loans actually mounted by 30 lakhs to a figure 
of Bs. 2i crores. No man could guess what the security 
ebehind these loans was. Sundries to the extent of 13 lakhs 
occupied an imcomfortable place in a comer on', the liabih> 
ties aside. 

Hie actual course of events, however, bore singular testis 
mony to the confidence which the public placed in the 
directors and particularly the abilities and financial genitts 
of the managing director. An insignificant shareholder 
who held only 10 shares of the bank and was alleged to 
have been instigated by the personal enemies of the ma> 
naging director presented a petition to*the High Court for 
winding-up. It was clearly felt that the ordinary public 
would not be able to discriminate between the petition of 
a shareholder for liquidation and the order of a proper 
court for the same object. There took place an astonish- 
ing rally of the shareholders and directors in support of 
the bank. The judge, unable to restrain the processes of 
law, felt constrained to admit it with these words: 
should like to say that it, struck me as a most remarkable 
circumstance that shar^olders repr^enting a capital of 
three quarters of a crore of rupees and creditors to the 
jextent of a crore of rupees, should come forward together 
to support the directors and the managing director in the 
manful fight they have made for the existence of the bank, 
in ^ite of allegations of very hazardous trading. Not a 
single shardiolder or contributory or creditor has come 
forward to support the petition.” 

The trading had been indeed hazardous. The loans to 
constituents for speculation in silver alone aggregated to 
3 .prores and more. 60 lakhs and more were advanced 
against pearls w^ich the bank held. The pearl market 
had, it ht true, grown brighter and brighter since the advent 
of the century. But, unfortunately for -the bank, the tw*© 
piuties to been made became ioaolvent 

^uPt about M of failinre of the bank. The stock 
also had its share of ’the bounty. From 55. to 65 
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lakhs advanced for budla transactions for which the 
bank ultimately could lay its hands on shared valued at not 
more than Rs. 9 lakhs. 

In the last eventful week of the bank’s existence, heavy 
withdrawals occurred from Monday to Saturday to tiae 
extent of about Rs. 15 lakhs. Saturday’s toll was a mode- 
rate one, about lakhs only. After a strenuous but im- 
pres^vely well sustained cross-examination, Mr. Chunilal 
Saraiya withdrew to participate till a late hour in the feast 
and festiv^ies held to mark publid confidence in him and 
the bank’s survival in the ordeal. The dinner does pot 
seem to have agreed with the hero of the episode For, 
next morning, the city was petrified to hear that Mr. Chu- 
nilal Saraiya had> died of heart failure. On Monday morn- 
ing, before anybody else had a chance, the directors ru^ed 
to the High Court with a petition in their hands for 
voluntary liquidation. 

The inevitable post-mortem exposed to light the follow- 
ing doleful history. 




in lakhs 

Loss on silver speculation 

• • 

111 

L 095 on advances against pearls 

• • 

36 

Loss on loans for budla deals 

• • 

14 

Loss on imprudent loans 

« • 

4 

% 

Total Loss. 

165 


The bank had made no profits since. 1909 and dividends 
aggregating to 22 lakhs had been paid out of capital. After 
all assets were realised, there still yawned a deficit of 
Rs. 79 lairlig against which there was the unpaid capital 
of the bank of Rs. 74 lakhs. 
yieUais at Misfortune 

It would be strange if banks weite mpre immune from 
^eer misfortune than any other kind of business. Bank/ 
depend for their stability on mere mass opinion to such an 
extent that they have more cause to fear misfortune than 
other enterprises. Yet, examples of failim due to circulh- 

nJBX-4S , 
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stances outside tiie iqdiere of bank managements are bard 
to find. A tin|[e of imprudmice if not positive d^^^liction of 
duly is always present in klmost every disast^. 

Tke Bonk of Upper India, Meerut, — The bank established 
as long aj;o at 27th June 1863 was slowly but steadily buUt 
up to a. position of importance in tihe Indian banking world 
from very modest beginning. Launched ^th a paid-up 
capital of Rs. 15 thousand only, it progressed till just before 
the crisis of its' existence it had a paid up capital of Rs. 10 
lakhs, an ample reserve of Rs. 7 lakhs and depo:^t liabilities 
of,;2 crores. Confined to the Punjab and the U.P. it had 
created 17 branches and sub-agencies. 

It was much crippled m the banking crisis of 1913-14. In 
the 9 months succeedmg the collapse of 4he Peoples ]^ank 
of Lahore, the bank had to pay out Rs. 78 lakhs. Still, its 
investments, largely loans to Talukdars, shipping interests 
(Rs. 6 lakhs) and jute concerns of M. V. Apcar & Co. (Rs. 5 
lakhs) were sound and, given some time for recuperation, 
the bank could have recovered the lost ground. But on the 
heels of the crisis, within a month or so in fact, came the 
outbreak of the Great War which proved the final blow. 
Securities depreciated enormously and in spite of the 
soundness of its assets, the bank had to annoimce suspen- 
sion in October 1914. As the Allahabad High Covrft found, 
“the present position of the bank is not due to bad man- 
agement but is the result of the recent financial crisis.” 
Both the depositors and the shareholders were repaid in 
full— which is indeed a striking proof of the inherent 
soundness of the bank. 

Ibe Alliance Bank of Simla.* — This bank, one o|^ the 
oldest in India, was launched into the world m 1874 and 
suspmided paymrait on 27th April 1923. It fell on evil days 
largely on account of the imprudmice of their London 
Agents, Boulton Bros. .The Boulton Bros, initiated a policy 
c^of ej^ wn gipn out of aU {mqportion to their resource. In- 
volve inevitably in difiiculties, they were imable to return 
n cteposit of Rs^ 150 lakte which they held from the Alli- 
ance Bank. The and the officer of tlieir 
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firm were prosecuted in Ijondon on various grdimds imiod* 
ing the alleged misapplicaticm of the funds of the AUiaace 
Bank but were acquitted. . The securities held for th^ by 
the bank amounted to a mere 50 lakhs. Another debior to 
the bank was the Trust of Indian Punjab, which had a pftid 
up capital of 65 lakhs and opiated as a bank from 1916' to 
1923. The Trust was liable to the bank for one full crore 
against securities which were worth only* Rs. 18 lakhs. 
Advances against personal security amounted Rs. 180 
lakhs. • 

In their report for 1922, the directors spoke plainly of the 
"knock-out blow” which the bank had sustained. This led 
to continued withdrawals, the effect of which may be stu- 
died from the following extracts from the balance-sheets 
of the bank before and after the run started. 

(in lakhs of Rupees) 


Paid-up 

1914 

1921 

1923 (before suspension) 

Capital 

30 

88 

88 

Reserve 

40 

53 


Fixed Deposits 


900 

498 

Curr^t Deposits 


679 

373 

Total Deposits 

554 

1627 

871 

Cash-Balance 

103 

439 

76 


A new management made efforts to link "the bank with 
more powerful banking interests in order to re-establish 
public confidence.” When die effort bore no fruit, the 
notice of suspension was put up. 

Then, an event took place which surprised all who re- 
membered the banking crisis of 1913-14. Directed by the 
Governor-Greneral-in-Council, the Imperial Bank of India 
undertook to repay 50 per cent, of deposits including cur- 
rent accounts and' savings bank deposits. The . Imperial 
Banir was precluded from making a profit on the liquida- 
tion but at the same time it was guaranteed by govemmcmt 
aganst loss. Messrs. Grindlay & Co., ran to further rescue 
by announcing their willingness to repay deposits of gbv- 
emmrat officials. ^ ^ 

' The bank had 36 branches when it closed its doors. 
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IteTanoore Rational, and Qtitton Bank 

Most of the bank failtues we have drawn on for illustra- 
tion belong to the odsas of 1913-14 while some very import- 
ant ones belong to the twenties of the present century. We 
hnve now, to close this account with the obituary of the 
Travancore National and Qiiilon Bank which suspended 
payment as late as June 20th 1938. In many ways, the 
submergence of this bank was very remarkable. The 
failure occurred some time after the severest d^ression 
India has ever known had well passed into a js^ceptible 
recoiyery. Secondly, it took place three years after a 
Central bank had been established in this country. Finally, 
from the legal standpoint the bai^ was a Native State insti- 
tution which had however attained its stdture on the fat 
of a British province, itself remarkable for fecimdity in all 
sorts of small banks. 

The Travancore National and Quilon Bank, as it stood on' 
the date of suspension, was the outcome of an amalgamation 
between the Travancore National Bank and the Quilon 
Bank. Significantly, the amalgamation had taken place 
only two years before the crish occurred. More signifi- 
cantly still, it was an agreed condition of the amalgamation 
that the assets of the Quilon Bank were to be taken over 
without any investigation. To facilitate the amalgamation, 
the Reserve Bank placed a substantial credit at the dispo- 
sal of the two banks. 

The previous history of the Travancore National Bank 
with its long spell of life was quite remarkable. In 1912, 
its paid-up capital was only Rs. 13 thousand and with de- 
posits, its aggregate liabilities amounted to Rs. 32 thousand 
only. It made steady progress during the war and post- 
war years. By 1922, its paid-up capital and reserve were 
raised to about Rs. 3 lakhs and its deposits were a little 
^ort cd Rs. 4 lakhs. ,In 1929, jiut before die great depres- 
sfi^n, the total liabilities w^ still under Rs. 18 lakhs. 

like oth» Indian banks, ,this bank seized the post-De- 
pression years for a policy of rapid expansion— particularly 
by teultiplication of branches. From 4 lakhs in 1930, its 
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capital raised to 11 lakhs in 1936 while its reaerv* 
which was a little over a lakh in 1927 rose to Rs. 3jr iafcjh# 
only. The deposits rose lar more steeply due to a rapid 
extension of branches. Rs. 19 lakhs only in 1930, the figures 
were 37 lakhs in 1932, 94 lakhs in 1934 and 177 lakhs in the 
boom year 1936. The ratio of capital and reserve to de- 
posits fell from 1:5 in 1930 to 1:13 in 1936. 

The history and progress of the Quilon Bank are not 
dissimilar. 

Just begore the run began in April 1938, the March 
balance-sheet of the amalgamated banks discloesd the. fol- 
lowing situation. The situation as on 17th June 1938 des- 
cribes the effects of the run just before the bank suspend- 
ed payments. • 

(Flffuret in Inkhs) 



April 

1988 

June 

1088 


April 

ISM 

II 

/Capital 

.. 24 

24 

Cash 

47 

17 

Reserves 

.. 51 

5i 

Bills (contra) 

18 

15 

Deposits 

..,324 

252 

Loans and advances 


Borrowing against 


i (against gold) 41 

|245 

Govt. G. 

P. Notes 

35 

ii (others) 

242 

Bill£» 

‘ ..18 

15 

Investments: 






i Govt. 
Securities 

45 

45 




ii Others 

4 

4 




Lands 

13 

14 

The ratio of cash and 

bills to aggregate liabilities 

works 


out at 18 per cent, and of government securities at less than 
13 per cent. These ratios compare unfavourably with those 
of the leading banks of India we have already examined.* 
This by itself was proof of the inflation and illiquidity of 
loans and advances. Investments had hardly any place in 
the assets of the Travancore National Bank as late as 1932 
and in 1936, the date of the amalgamation, the proportion 
was only 11.5 per cent. * # 

“A run on the finances of the bank,” the Report of the 
Madras Official liquidator dated 3rd January 1939 tells us, 
'T)egan early in April 1938 and from that date until ^ 

♦ Chapter VI. 



inqieiMion of poyiaent on June 20th 1938, a sum of i^pro> 
ximateiy Rs. 1,10,00,000 was* paid in satisfaction of dcahands 
made during that period.** Ihe pasrments made amounted 
to about 25 per cent, of the assets as on the date before tiie 
rim comn^enbod. **The bank had failed,*« continued the 
liquidators, "(a) by reason of the fact that sufficirat further 
cash resources were not available wherewith to meet 
further demand for payment and (b) because the realisable 
value of the remaining assets on the book^ was very con- 
siderably less than the book values of the assets.* 

The run had begun in a most unusual manner. It was 
repeatedly alleged later that the highest state authorities 
had much to do in the creation of the initial panic. None 
can read the subsequent liquidation and reconstruction 
proceedings in the State and in British India without be> 
coming aware of the vast difference between the highly 
surcharged atmosphere of Travancore Courts and the scrd^- 
pulously objective and judicial atmosphere of British India 
Courts. Behind the collapse of the Travancore National 
and Quilon Bank, there liirks the sinister shadow of a 
struggle for political power between the Hindus and the 
Syrian Christians of Travancore. The bank was alleged 
to have made itsei^f the sponsor of Christian interests and 
was suspected of complicity in affairs which could be no 
concern of a bank. . 

Apart from the peculiar ways and atmosphere of Native 
States, the failure of the Travancore National and Quilon 
Bank raised difficult questions of jimisdiction which must 
influen^^ the future course of banking and banking law 
in the country. 

The Madras High Court was inclined to, give chance to 
a reconstruction scheme preferred before it. As the judge 
hlihself explained— **The scheme was propounded on the 
basis, that if there w«uld*be co-operation oh the part of all 
courts, where liquidation proceedings are pending and the 
is ^jaactioned, it would be possible to realize 12 
aimas in the rupee imd po^bly more. I cannot say thal 
this* expectation on the part of applicants was not justified 
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... .1 cumot say. . . .that their action in filing tiw 
was not bona fide.” The €!ourt saw no cause for fearing 
that otho: courts would not co-operate espedally since it 
was alwasrs clear that ultimate sancticm could be withheld 
ip'the scheme proved unworkable. , 

The first difficulty was created by the official liquidator 
of Cochin. He was not prepared to recognise the claims of 
Toreign’ creditors in the distribution of Cochin assets of the 
Bank. The Madras High Court was constrained to admit 
that if co-eperation was not forthcoming for winding-up, it 
could not be presumed in favour of any reconstruction 
scheme. 


The District Court of Quilon was much more explicit even 
to the point of Undisguised hostility. Since the bank was 
registered in Quilon, it argued that the principal court for 
winding-up was Quilon Court and that a reconstisuction 
scheme must be considered in the first instance there. It 


criticised severely the past management of the bank plac- 
ing reliance on the report of the official liquidator in Tra- 
vancore. It found the Madras reconstruction scheme “fan- 


tastic,” “illusory” and “unworkable”. It poqpoohed the 
bona 4ides of the reconstruction scheme, stating inter alia: 
“The sponsors of the scheme were successful in no time in 
getting round a large body of creditors numbering about 
2,400 and whose deposits amount to about Rs. 72 lakhs to 
file affidavits in support of the scheme. ...It is said that 
there are High Couit judges, advocates, bishops etc. among 
the creditors .... majority of shareholders (of the bank) are 
relatives or nominees of the directors themselves. .. .the 
staff in the several branches of the Bank consists mostly of 

the relations of the directors pre^aganda in support of 

the scheme of reconstruction is being carried on by the ex- 
servants of the banks.” Chi these grounds, the Court con^ 
eluded that the creditors of the bank must be protected 
against their own ignorance and gullibility by ordering|,a 
winding-up. 

When an appeal was preferred before the IVavancofe 
High Court, that court confirmed the winding-iq) order»bUf : 
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ia a maimer which approached the subject from a stand- 
point diametrically opposite to that of the Madras High 
Court. The Madras High Court desired to explore the 
possibilities of reconstruction prior to enforcing a winding- 
up. The Travancore High Court favoured winding-up 
since *‘the creditors would not be prejudiced in any maxmer 
by the winding-up order as it was open to the Court after 
completion of such investigation, as it might deem neces- 
sary, to take suitable steps imder sections 157, 175 or 176 
in furHierance of any scheme of reconstruction that might 
be proposed.” 

The whole situation was well epitomised in the attitude 
of the British India creditors of the Bank. In explaining 
their overwherlming vote in favour of reconstruction, the 
counsel for petitioners said before the court in Madras — 
“The Quilon judgment did not influence the meeting of the 
creditors though printed copies of the judgment were cir- 
culated to them beforehand. They could easily see the 
obvious meaning behind it all.” 

The episode illustrates forcefully the inherent difficulties, 
if not the impracticability of reconstructing banks once 
they have suspended payment. It is never easy to ascertain 
the realizability of certain assets — much time and inquiry 
^re needed to reach accurate estimates. Certain incidents 
illustrate difficulties of investigations as such. The Madras 
High Court found itself imable under the law to sanction 
the expenditure for which the Reserve Bank wanted to be 
indemnified before undertaking the investigation. The 
District Judge of Quilon went further and described the 
contemplated investigation by the Reserve Bank as “an 
unauthorised interference with the concern of the Bank.” 
In the case of the Travancore National and Quilon Bank 
tho last balance-sheet had shown bad debts of li lakhs 
only.* During the pi^ceediiigs on a winding-up petition, 
the bank authorities admitted bad debts as equal to Rs. 15 
lakhs. The Quilon reconstruction scheme placed them at 
Rs. ^ lakhs and the Madras liquidators repOTt at 70 laldis. 
Evm if all the nmterial facts are available within a reason- 
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able time and a bank is reconskticted on that basis, mudi 
time must elapse before deposits can be coaxed in. In the 
meanwhile, working expenses have to be incurred, tiie only 
aource for which could be the realised assets or the willing- 
ness of creditprs to accept a lower rate of interest on the 
dues. 


A large share of responsibility for the failure must be 
ascribed to the incompetent or dsingenuous management of 
the bank’s business. Some of the manipulations and mis- 
leading features of the bank’s balance-^eets have been 
aLeady referred to above. The directors and their relatives 
were allowed to borrow heavily and these debts which 
reached Rs. 25i lakhs by the date of suspension of the bank 
were not shown in the balance-sheet as such. In sentenc- 
ing the miscreants to heavy fines and terms of imprison- 
ment, the Court in Trivandrum cited grave instances of 
falsification of balance-sheets. The 1937 balance-sheet 
.^tate?i the advances to directors at about 6 lakhs when the 
true figure was not less than 14 lakhs. Investments in 
shares to the book value of more than Rs. 6 lakhs were not 
disclos^ at all. Debts considered bad and doubtful were 
reducea from more than 84 lakhs to less than 14 lakhs. 
Profits of about 24 lakhs were declared when as a matter 
of tact there was a gaping loss of more than 24 lakhs to be 
covered even after the general reserve fund was fully 
utilised. These practices had been in vogue even before 
the amalgamation and were continued after the amalgama- 
tion. “So far as can be ascertained,’’ the Travancore offi- * 
cial liquidator alleged, “Ittle or no control was exercised 
over advances at branches and information regarding bor- 
rowers, etc., is not on record. We found that agents have 
very little knowledge of their duties or of business at their 

branches 'The management was not effective and the 

staff not properly trained. Account bqpks were maintain- 
ed in haphazard fashion and s^dim b^r evidence of hav* 
ing been checked or balanced while at some oflSces esswi- 
tial figures in books have been recorded in pencil.” As 
indicated above, bad debts were systematically understdt- 
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^ A private aad cmifidential circular iatraed on Deconb^ 
11th 1037 ran as follows: *^To all branches. Branches shall 
not treat and Vdassify any loan and advance as doubtful 
or bad without written instructions from this office. They 
are not ,to include any debt as doubtful or J^ad in the 
balance-sheet as on December 31st 1937 except those that 
have been shown in half yearly balance-sheet as at 
June 30th last 



CHAPISR X 


BANKING REFORM AND BANKING 
LEGISLATION 

THE main theme of the previous chapters is the growth^ 
achievements and failures of the Indian banking system. 
When causea have been indicated, they relate either to in- 
ternal difficulties and deficiencies of Indian banks or ,to 
their demographic or political environment which is exem- 
plified in distribution of population, presence of foreign 
banks, etc. Not l&ss important for the growth or -retarda- 
tion of a banking system is the state of the banking habit 
of a people. Banking habit is an onmibus phrase which 
covers economic psychology in regard to banks no less than 
objective economic facts and practices. To the analysis of 
this banking habit, the causes and forces which check or 
facilitate its progress, we must now address ourselves. 

BANKING REFORM 

The absence of the habit of banking in this country is 
due to several causes, the relative importance and remedies 
of which have to be assessed separately. These causes may 
be placed under three heads; absence of confidence, igno- 
rance and illiteracy of the people, and low level of incomes 
in general. In examining their operation, we must distin- 
guish between fixed deposits, savings deposits and current 
deposits and indeed other activities of bank. For, the legal 
and practical obligations and requirements which arise 
from each class of borrowed resources mid from other 

activities of banks are materially d^erent in each case. 

# 

AbsCTce of Confidence * 

Lack of confidence in banks as w endemic must be dis- 
tinguished to a certain extent from banking panics which 
break out suddenly like epidemics on account of exc^ 
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tional causes. Of course, the two cannot be regarded as 
altogether independent of each other since the known 
exist^ce of safeguards against emergencies is an important 
element in day-to-day confidence and the prevalence of 
general confidence is itself an important factor in prevent- 
ing or mediating panics. The distinction made is not so 
much one of principle as convenience for analysis. 

(a) In times of general distress and danger, such as 
ensue from a widespread lo% of faith in the l|;)anking sys- 
' tern of a coimtry, it is inevitable that all eyes should turn 
to 'the government of the land for assistance and protection. 
It is not feasible, however, to lay down in advance the pre- 
cise extent, foim, manner and occasions «>f government in- 
tervention in such situations. The Indian Government 
itself has always been vague and hesitant as to the alloca- 
tion of the sphere of government intervention, operation of 
•ordinary law and law-courts and finally the prudence and 
wisdom of depositors to the extent that these may be pre- 
sumed to exist in this country. The creation of the Re- 
serve Bank of India and particularly the discussions and 
controversies which preceded its creation have in no way 
facilitated clarification. The alien character of the govern- 
ment has beAn no doubt a factor of no mean importance in 
- the situation as it has historically developed. But, as we 
shall see presently, the advance of democracy and advent 
of provincial autonomy have raised new problems and 
difficulties.* 

The banking crisis of 1913-14 appears to be the first 
occasion wh^ the issue of the Government’s duties and res- 

* The pro po eed Banldiig CompetileR Aet» 1945, empowen the Central Government in 
^cijfe of duiker to the depoiitori* inteieet, InebQity to meet obligatioae, default in oomplyinff 
with the Aot» or oommiaelont actual or oonitruetive^ of an offence under the Act, to diieot 
the Riieerve Bank to inapeet the offending baidc and if neoeftary on report fkom the 
Reaerve Bank, to prohibit the bank from receiving new depoaita, to de-aehedule a aheduled 
bank, or to direct the Reaerve ^nk to apfdy for the winding up of the bank. 

^ Tlie difflodty about auidi a proviaion la that a projected inapleetlon can hardly be kept 
aaeret aiid mere rumour of it muat involve the bank in difficultiea mu<di before the in. 
apeetion can eatabltifo anything. Similaily, the infliction of any of the propoeed peaaltlea 
muat In ptaotiee amount a dealh-aentenoe. What la really required la proviaion for conti- 
nuoua eontacta betwee n the Reaerve Bank and individual banka. The aoggeation for Audit 
by Chia Reaerve Bank inalead of by private auditora made In thla book olfon the logieat 

tfAlllflMA 
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ponsibilities in such circumstances was definitely raised. The 
danger itself had been clearly foreseen both hy the public 
and government. In a speech delivered early in 1912, the 
Finance Member lamented certain tendencies in the Indian 
banking world in these words: ‘Toor and uneducated 
people m:e attracted by the word *bank’ thinking that it 
necessarily implies security and stability; and unscrupu- 
lous persons accordingly apply the term to speculative 
business in order to attract investors and depositors.** He 
then proceeded to explain how the best talents in England 
and elsewhere had failed to devise legislative safeguarjds 
against the abuse of the word *bank* and concluded that 
“the Government of India might well ^hesitate to rush in* 
where more expe^enced legislators fear to tread.)* While 
ruling out direct legislative remedy in this manner, the 
Finance Member does not seem to have allowed his mind 
to be disturbed with its logical corollary that the discre* 
tionary or administrative duties of government ar^ auto- 
matically enhanced in proportion. 

When the crisis ultimately broke out, the government 
were cohstrained to admit certain responsibilities in such 
emergencies. Interest free government balances were 
placed at the disposal of Presidency Banks to enable theni 
to help banks in temporary difficulties. Yet, as the follow- 
ing extract from a speech made at Madras by the Viceroy 
shows, such intervension was deemed to be qx>radic and 
exceptional. For the day-to-day stability of the banking 
system, the official mind could not envisage any responsi- 
bility for itself. “We have closely followed the course of 
events,” said the Viceroy, “and where it has been possible . 
and legitimate to do so, we have ^yen timely assistance. 

I am glad to say that there has beem no undue diq>osition 
to look to Government for such help*. SUch help as we cai^ 
properly give is limited in extent and necessarily subject 
to cofnditions and safeguards. But what we could do has 
been done and will continue to be done. If the Indiyi 



investor is tui^t by these events to be careful to dist^- 
guish between sound and tinsound undaiakings or if they 
pave the way to some better systen of regulation and pro- 
tection they will not have been unfruitful of beneficial 
'Tesult.** So far as banks were concerned, the concluding 

4 

part Of the exbract remained a dead letter for two decades 
and more. ' ' 

The next occasion on which the Government of India 
exercised its discretionary responsibilities to ^assuage, dis- 
tress caused by the difficulties of private banking was when 
the Alliance Bank of Simla closed its doors on 27th April 
1923. Under instructions from the Govemor-General-in- 
Council, the Imperial Bank undertook to pay immediately 
50 per cent, of the amounts at credit of depositors includ- 
ing current accounts and savings bank balances. It was 
explained subsequently that these amounts ‘*could be fiaid 
without incurring financied risk provided that the liquida- 
tion was properly supervised” and that under the govern- 
ment guarantee, ‘‘Imperial Bank would make no profits by 
this business but was assured against loss.” It may be pre- 
sumed from this that even before its .suspension the Alliance 
Bank of Simla enjoyed an intimate and close contact with 
the Gk>vernment which claimed a close converse with its 
affairs such as a Central bank might have well envied. 
Could banks with purely Indian management have aspired 
to the same facilities and access to those in authority? 

The grounds on which the intervention was undertaken 
deserve careful examination. Under the Imperial Bank 
Act of 1921, instructions from the Governor-General to the 
Imperial Bank were specifically limited to safeguarding of 
Ciknremment balances ^or the financial policy of Govem- 
jtnent. The defence by the I^Hnance Member of government 
action interpreted these phrases in the statute in this 
maimer; He expressed himself as “most anxious that 

^ ^ Comnmee Deoember 1913 



favourable conditions in the mon^ market both in Lmdon 

and in India for bwrowing sums needed by government 

in both markets on better terms. . . .and the gckxl effect 

which 'the balancing of the budget had created should not 

be upset.” He seems to have felt, however, that this was 

too large a proposition to hang on the outstanding current 

and fixed deposits of the bank amounting to Rs. 7 crores 

only and that the technical excuse of law was hardly ade« 

quate to carry moral conviction. He, therefore, widened 

his defence, and in doing so widened also the future 

responsibilities of the government. He represented the jitep 

as ”most desirable in the interests of Indian Finance and 

Indian Banking” and also as well calculated *'to restore 

public confidence*' and to prevent “causing inconvenience 

and probably danger to other sound institutions.*** If the- 

government admitted in 1913 its obligation to render assis> 

tance after a crisis has broken out, the Finance Member 

completed the admission in 1923 by including prevention 

as a part of the responsibility. 

* ' 
But there was scepticism in the hearts of those who 

listened to defence of the Government. Those among them 

who did not suffer from short memories found the prompti> 

tude of the Government on this occason a very strange ^ 

contrast to their slovenliness and reluctance in the 1913*14 

crisis. How did the Government detect so quickly that the 

assets of the bank were of sound quality? They reflected 

that the Bank’s clientele was largely official and European 

and, perhaps, in India such connections were a special 

advantage to which Indian enterprise may not aspire. Nor 

did th^ forget that undisguised hostility to and continuous 

vilificattixi of Indian banks cai the part of European Banks 

and Journals were no mean factor in the 1913-14 situation. 

The Legislative Assembly ccmveyed Tts appraisal of ^e 

situation by a successful vote of censure against Ibe ; 

Government. 


^ Om met r e July 2Htli 1023. 



Tlie situation had changed in several fundamental 
pects vdien |he Travmicore National and Quilon Bank*^ 
-suspended activities in the middle of 1938. Till 1935, the 
Government of India with its direct control of currency 
and its indirect control of credit through the Imperial Bank 
of Indi^ Vfas the one unique authority to deal with emer- 
gencies of this kind. In 1935 was created the Reserve Bank 
of India with statutory duties and responsibilities for the 
banking stability of the country. The events of 1938 
revealed the emergence of still another authority — ^provin- 
cial governments inclined to make provincial autonomy con- 
terminous only with the aggregate welfare of their sub- 
jects. A bald statement of the course of « events connected 
with the suspension of the Travancore National and Quilon 
Bank should make clear the confusion of guardianships,, 
which, however, inevitable, has yet to be resolved in the 
only manner in which it can be resolved, namely, the per- 
meation of one common mind i.e., the Indiati mind in all 
agencies. 

. The Madras Government initiated consultations with the 
authorities of the Reserve Bank of India and made sug- 
gesticms to the Travancore National and Quilon Bank to 
apply *‘to the Reserve Bank of India, to undertake an 
immediate and thorough investigaition, through competent 
officers and accountants appointed by them, into the affairs 
of the bank and agree to act according to such advice as 
may be tendered as a result of such investigation for the 
continuation, re-organisation or liquidation of the bank, 
whichever course is finally suggested.” 

In an appeal to the public to remain calm and refuse to- 
be rushed by ill-founded rumours, the Prime Minister in- 
flamed them that *‘fhe Govemment^of Idadras are taking 
steps to secure an immediate examinaition of the accounts 
and affairs of the banks in Madras.” About two months 
Sm P]p. sssaat. 
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later, he felt constrained to issue “on behalf of the Ghvieth- 
m^t of Madras” a statem^t **^3:^asising the fact that 
the scheduled banks in Madras are in a perfectly sound 
position.” The statement proceeded: “Even those »u»«irg 
that took help from the Reserve Bank during the receht 
crisis have cleared off all those accounts. Further, the 
localrReserve Bank has sanction to give accommodation to 
these banks, should such accommodation be ever found 
necessary.” In another significant part of the statement, 
the Prime* Minister \nformed the public: “I am in close 
touch with the Manager of the local Reserve Bank brahch, 
and issue this statement as a result of the conversations X 
had with him.” « 

The establishment of co-operation between provincial 
Governments and Reserve Bank authorities is a significant 
precedent. It is a proof that even with all its technical 
apparatus and its great resources, moral weight and 
authority such as the Government of Madras supplied on 
this occasion are no mean factor in the successful fulfilment 
of the mission of the Reserve Bank. It is difficult to foresee 
when ddd in what manner the Reserve Bank will win the 
requisite confidence of the banks and especially the large 
public. In the meanwhile, it is a grave question to consider 
whether expression of opinions which carries with it no 
specific responsibilities, in case the opinion is unfortunately 
disproved by events, is a proper medns to meet critical 
situations. While “widespread and insistent demand from 
all over the province that the Madras Government should 
do something to reduce the distress caused by the suspen- 
sion of business” is a natural incidence of the growth of 
democracy and immaturity of the Reserve Bank and “con- 
gratulatory telegrams and letters fron\»all parts of the {pro- 
vince expr^sing great satisfaction with the steps takeit tb 
restore the general confidence in the banks of the province 
and especially with the steps taken in regard to investiga- 
tion and possible re-construction of the Travancore Nati<&al 
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and Quilon Bank” are a signal admission o£ the part which 
inoral prestige played in the termination of the crisis, the 
tipokennanship which the Government assumed on this 
<KScasion in the place of the Reserve Bank may well prove 
ntore than a passing development in the future. 

It is wen to emphasize that it is not a question of mere 
initiaitive and spokesmanship which we have posed above. 
At some stage, in a crisis like this, questions of judgment 
as well are bound to be involved. In an early ^tage of the 
crisis, the Prime Minister used these significant words; 
“Wfiatever the statutory limitations of the Reserve Bank 
may be, the Government of Madras will exert their utmost 
infiuence to induce the Reserve Bank to use all its resources 
towards re-construction.” In other words, the Government 
felt themselves sufficiently seized of the situation to indicate 
the lines along which the crisis should be met. Indeed, 
the Government seem to have even overlooked the exis- 
tence of another authority which has to be reckoned with 
in such situations, the ordinary law and law-courts of the 
land. When the Courts were actually seized of the matter, 
the Reserve Bank could initiate nothing without their 
consent and co-operation. The Madras High Court, how- 
ever, neatly disposed of the status of the' conversations 
which had ensued between the Reserve Bank and the 
Government in these words. ”I am afraid,” said the judge, 

do not concur ... in calling the result of the oonversations 
which have taken place and which are evidenced by the 
commimique of the Government and the letters, an 
agreement.” 

While these events were taking place, the Central Gov- 
ernment practised a self-effacement which in view of the 
i^ecent creation of the Reserve Bank is easily accountable. 
J^oxei significantly Still,* the Government of the State in 
which the bank was domiciled ^owed no desire move- 
ment to save the bank.* 

* Aofoosdlag to ttio p fo p oied BnUng ooniwiateo Act* 1M5, the Central Goveminent* on 
a l^nroeontinoii hy the iMir^ Bank, or iwaer f e n cy* the Govemee or Deini^ 

doAmor of ^ Reaerea TBiatak Is ifvea poem to anqiMiid fox 60 days In tiie Ocat Instniiee 



(b) Banking laws tiontribute to public ccmfidence in two' 
ways. In the first place, they strive to insure, if not sound 
management, at least immunity from more flagrant abuse 
of place and power. Secondly, they aim at mitigating hum 
and distress when banks find themselves in difficulties or 
have actually to be liquidated.' The objective of sound 
management so far as legislation cam secure it will be dis- 
cussed in the appropriate section. Here, we shall be con- 
cerned wiyi the the second objective — ^the post-mortem 
protection laws may offer to and the confidence they ^y 
consequently inspire in, banks’ creditors. 

Protection to creditors of a bank could take several forms, 
ranging from complete to partial immunity from risks. The 
appropriateness of any form must be judged, not from the 
standpoint of private interests at stake, but in the main on 
the basis of its compatibility with banking conditions in the 
country and its conduciveness to future banking progress. 
Creditors of an individual bank are offered protection not 
because of any special claims they can urge as compared 
with invj^stors in other enterprises. Such protection is only 
justified by the fact that the failure of one bank is apt to 
set in motion forces which endanger the whole banking 

and longer if neoenafy, the operation of part or parts of the Aet, either generally or In 
relation to an individual bank. 

It is dear that this power is intended to deal with grave sftuaUons like a run on a bank 
or banks in general, and relates partieularly to clauses requiring non*schedulcd banks to 
maintain a certain minimum cash and all banka to maintain a certain minimum of liquid 
assets. The exercise of this power is not however free, from certain acute difficulties. In 
the case of a run on on individual bank, suspension of the above-mentioned clauses is Justifi- 
ed only when it is certain that the bank deserves to survive and such suspension is likely 
to help it to survive. If on the contrary, the bank la doomed to fail, such sui^endon 
would only mean advantage to the cleverer or more panicky depositors to the detriment of 
the rest of the depositors. In such a case, immediate closing of the bank is the only just 
oourse. It is not clear how in the absence of any proviskm for oontinous contact between the 
Reserve Bank and Individual banks, the Government or the Reserve Bank will be able to 
form a Judgment on this point in a quick manner. 

The other case of a general run presents not a few difficulties in the conditions of Indian 
banking. Our tmwiHng gyete m consists of several dlstlnet dements, the Imperial Baidc mf 
India, the exchange or foreign banks, the scheduled Indian Joini stock banks and non-sche- 
duled Indian Joint stock banks. It is more than pmbable as indeed happened in ieiI-12 
that a run may breonee n tnited on one particular demenl of this system and the piessufie 
for suspendon of the Aet might become almcnt irfedetlble. Yet, It would not be easy 
to hrrobe the test died above and dsdde whether the psrtieular element is tllieV to 
survive if aided by such suspension. 
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a^yittem of a coimtry. The Allure of<« non-banking ent^^ 
|n^ rarely de|>ieciate8» much less destroys so ocnxipletely 
the solid assets of other cognate enterprises. 

^The most obvious form of protection would be a scheme 
to guarantee the deposits of banks. The liabilities imder 
sudi a schencK could be k^t within manageable limits by 
several precautions. In the first place, it is clear that the 
sdheduled banks do not stand in as urgent a need of such a 
scheme as those others which are not sche*duled* and which 
for * a long time must remain outside the direct 
influence of the Reserve Bank. The fact of schedul- 
ing is itself some evidence of they: respectability 
and fair management. On the other hand, the main danger 
to the structure of Indian banking is likely to ensue from 
those banks which are individually small but which in the 
aggregate constitute an important banking problem for this 
country. The compulsory inclusion of these banks in such 
a scheme will go a long way towards introducing some 
Central control and regulation for these banks, and at the 
> same time, limit the liabilities of the scheme. It is instruc- 
tive to note here that such a guarantee of deposits by the 
State exists" in Switzerland for the cantonal banks which 
*held ono*third of the deposits of the country, catered large- 
ly for local trades, crafs, and agriculture, and invested 90 
per cent of their capital and time deposits in one-half the 
mortgage loans required by agriculture. In the second 
place, a progressive limitation of the guarantee for depo- 
sits of large size can be introduced. Such limitation of 
guarantee is justifled by the obvious fact fliat well-to-do 
^sons are much better informed about the relative merits 
of different banks and that our future progress in banking 
^^>dnds very largely on thb confidence our banking system 
is able to inspire in the small man. So limited, it should be 
easy to build up a «ffiicient ii^urance fund by compulsory 
contHbulions Item banks on some equitable 



basis. A certain «inaU percraitage of tbe wrarkb^ resQittfittt 
suggests itself as a device free from otUous possSnlities;^^ 

The most cogent argument against any scheme of insur- 
ance is that the stronger and better managed banks do npt 
feel the need of it and tend to look on the contribution as an 
unnecessary tax, while the weaker and less responsible banks 
find it an encouragement to their incompetent and reckless 
methods and policies. Recent experience in other coun- 
tries, however, proves that countries witii highly concentrat- 
ed banking systems are no less vulnerable to panics than 
those with diffused banking structures. Apart from that 
fact, our proposal for insurance of deposits covers as an 
initial measure only those small banks which are not 
deemed at present as worthy of the status of scheduled 
banks. In the course of time, on accoimt of the operation 
of the banking sections of our amended Company I«aw, 
these banks will consist entirely of such as have capital 
and reserves between 1 and 5 lakhs. 

Another form of protection would be to give, in case of 
insolven|py, statutory priority of repayment to a special .- 
class or classes of banks’ creditors. As in the former case, 
it is possible to delimit on a progressive scale the benefit 
of priority to smaller deposits. Such priority may be‘ 
thought of for instance in favour of fixed deposits and sav- 
ings deposits. It is true that the loss of the privilege to 
protect themselves by quick withdralwals in case of danger 
is supposed to be counterbalanced if not fully indemnified 
by the higher rates which are offered on such d^KJsits. It 
is also true that as a measure for restoring public confi- 
dence- it is the practice of sound and respectable banks not 
to insis t on their undoubted legal rights but to allow with- 
drawals to the fullest extent. But oiHr proposal concelijs 
only the smaller banks and the depositors of such hsinks 
are apt to be persons who require such additional sa&s 
guards. Such insiurance of depocdts mey result in the 



Ikmal benefit tbat these banks need nob then indulge ifi 
hi^y deleterious competition to attract deposits by the 
dSer of imprudent rates. They may sustain some loss on 
account ot faOling-ofl of ciurmt deposits but as things are 
alf present, their dependence on these deposits is limited. 

Another form of protection would be to throw the respon- 
sibility for it on each individual bank, by stipulating the 
buik&ig-up of a reserve fund at a certain pace and up to 
a certain prescribed maximum. The* special banking sec- 
tion. of the Indian Company Law of 1936 has incorporated 
this form of protection. Before declaring a dividend st 
banking company is required to transfer ^ sum out of the 
IMTofits equal to not less than 20 per cent, of such profits to 
its reserve fund till the amount of the fund is equal to the 
paid-up capital of the company. This reserve fund has to 
be invested in Government or trust securities or kept as a 
deposit with any scheduled bank. This protection is illu- 
sory in the case of many small banks which have a record 
only of continuous losses, {»rtioularly»in Bengal where, as 
we have seen, they tend to be very numerous. In the case 
of other non-scheduled banks, it may be an advantage to 
relatte the maximum reserve prescribed not to the capital 
but the average of their deposit-liabilities for the three pre- 
ceding years. Such a stipulation has the obvious justifica- 
tion tiiat the reserve fund is largely intended for the pro- 
tection of the depositors of the bank and may ensue in a 
further advantage that the tendency to inflate deposit liabi- 
lities out of proportion to the size of the bank will receive an 
automatic check. The irksomraess of the burden could be 
made more acceptable if in tiie case of new banks, the pro- 
portion to be abstracted out of profits were prescribed low 
ip the Initial years and increased progressively to full 20 
ptr cent, in the 10th or 20th. year. 

It would of course be posable to combine these several 
forvis of protects in sttdi a manner as to throw more or 



: less burden on the individual bank, a sp^al or clasaee 
r of creditors and depositors, or on particular groups of baidcs* 
A distribution of burdens in this manner is likely to make 

such schemes more acceptable to the banking community. 

* 

(c) The Press and Public Opinion — ^The presence of*a 
responsible and discriminating public opinion is one of the 
most effective safeguards of ^und banking. Ihe responsi- 
bility of the Press in particular in matters like these which 
are hi^ly^technical to appraise and yet which depend in 
such a large measure on the opinion and behaviour of the 
ordinary individual is very grave. In normal times, *the 
Press should be able to exercise a constructive influence by 
giving well-deseAred prominence to whatever is best in the ' 
banking system of the country and reproving, more by con- 
trast than by words, whatever falls short of the desired 
standards. In times of crisis and disturbance, the nation has 
a right to look to the Press for discriminating self-restraint 
and leadership. The value of these qualities has been for- 
cibly illustrated by recent contrasting events in the United 
States and the United Kingdom. It would be difficult to 
under^idmate the part which incessant patriotic propa- 
ganda bore in creating a calm confidence in the British de- 
positor in the crisis of September 1931. As a climax to the 
.bewild^ment caused by a series of political blunders and 
discreditable manoeuvring for party advantage, the poli- 
ticians and the Press successfully hustled the ignorant Bri- 
tisher into an emotion that the gold standard and the British 
banking system were of the same sacred order as the Bri- 
tish Navy, Royalty and Empire.* In the banking crisis 
which followed on the heels of England’s abandonment of 
the gold standard, the heterogeneous and less reverent Press 
of the United States gave a different accotmt of itself. Suc- 
cessive baink-failures were too good sensational news not ip 
be exploited to increase the circulation. When there were 
no actual failures to report, dark hints foreshadowing 
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fj^ures |»roved no less serviceable. Only censoislik£» could 
amrest ^ prc^press of Ibis reckless, irresponsible ax^ anti- 
sociai activity. 

The creation of a well-informed, accurate and weighty 
public opinion on financial and economic matters is on| of 
the most urgent needs of this country. The ultimate basis 
of sound economic and financial policies must be a public 
opinion ef this kind rather than laws and constitutions. 
Some progress has been made with the growt|j of a few 
financial journals of general economic interest and a few 
other organs representative of special interests like the 
Indian Textile Journal, the Journal of the Indian Institute 
' of Bankers, etc. For the rest, illl-staffed newspapers, 
individual businessmen, economists and chambers of com- 
merce, etc., are in possession of this field. 

We have already had occasion to notice the power and 
danger of the Written or spoken word, well-founded or not.f 
Never were this^^ower and this danger better illustrated 
than in the banking crisis of 1913-14. That crisis was pre* 
' ceded and in no small measure caused by the prolonged 
Anglo-Indian newspaper broadsides to which Indian joint 
stock banks were exposed for two or three years previously. 
The lead in this hot onset was taken by “Bayard’* in the 
columns of the Commerce which published week after week 
articles from that vitrolic pen, each more spiteful and poi- 
sonous than the previous. It is true that many of the enter- 
prises criticised by “Bayard” hardly deserved to be called 
“banks”. But as one peruses criticism piled on criticism by 
that writer, one cannot but recognise the deliberate venom 
spouted at all ^Swadeshi’ banks as a class. 

Lala Harkisiuul L§1 was undoubt^y the central object 
pfuthe hottest fire of “Bayard”. His contemptuous notices of 
Ibe “Napoleon of Punjab Finance” ivere rmnforced by the 
Arpa of obliged tbe public with the 

fsw wK saMVs*i.#{ v 


^Ibiformaticm that the directors and auditors of the Peo|)les ^ 
Bank were under obligation to Harkishan Lai. When the 
Peoples Bank fell, Lala Harkishan Lai ascribed the catas* 
trophe with some shadow cd justification to the agitatixm of 
his enemies in the Press.* Other victims of the inceesant 
ridicule and attacks of *‘Bayard** were sometime moved to 
protest and €ontradict.t For the vindication of h» personal 
r^utation, Lala Harkishan Lai himself had to wait till 
the publication of the official report of the liquidators. 

• 

The faiilure of the TraVancore National and Quilon Bystnk 
created in 1938 an equally serious situation in the Madras 
Presidency. The Prime Minister of Madras described the 
situation in these words: ‘‘Consequent on the suspension of 
payment by the Travancore National and Quilon Bank, the 
confidence in the banking system has been shaken among 
the people of the city. Everybody is inclined, as a result, 
to cash his deposits in whatever bank they may be.” Two 
months later, despite the efforts of his Government to restore 
confidence, he was constrained to issue a more direct state- 
ment on the subject. ‘‘The reported activities of some mis- 
chievous!^ persons render it necessary to issue this statement 
emphasizing the fact that the scheduled banks in Madras 
are in a perfectly sound position.” 

While the existence of the evil itself oajnnot admit of any 
doubt, it is not easy to suggest a remedy which will be effec- 
tive and at the same time not unduly restrict legitimate 
criticism. But while a ^>ecial law of libel for banks may 
not be feasible, it is within the range of the practical to 
make punishments specially det^rent in the case of banks. 
The same may be suggested for dealing with frivolqps legal 
proceedings which are so frequent in tl)^ country. 

* Gofiifiiem, IfM and B4th September, IMB* • 

t Thus, the managin g director of the Popidar Baidc of Rawalpindi — ** Aa regaida oUhw 
nwttem, I may oonSdently tell you that either the writer it mirinforroed or he haa,a tnallce 
against the perwHiallty of the Managing Director, t may amuie you that not an lota of what 
your coReepondent has stated is based on fscta#** - 

CofauMree, IJth September mSI 
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White tiur banks have a ri^t to expect a^pcoptf 
cei^pomnbility in the e3q>ression of opinicm firom the i»ess and 
htdividuals, and, should need arise, due protection from 
public authorities, they owe it to themselves no less than 
tQ the country that they should take every precaution to 
forestall the causes and moderate the effects of serious situa* 
tions. ^Hiere aire three possible sources of embarrassment 
against which the banks will be wise in arming themselves. 

Nothing is less likely to hinder the enduring interests of 
a bank than imdue obscurity and concealment o^its affairs. 
Confidence is no doubt slow to grow. But clear and infor- 
mative balance sheets are certainly a good means to create 
it. In our amalysis of balance sheets, we shall indicate seve-' 
ral directions in which they could be improved. It is true 
that the public is as a rule ill-qualified to appreciate the 
merits of a balance sheet, that an isolated balance sheet is 
like an event in the biography of an individual which is un- 
derstandable only in the light of the past, that the public 
rarely waits to compare and to study, particularly when 
distress and adversity are fesured. But this only means that 
banks must endeavour to reach down to the level of public 
intelligence and that efforts must be sustained over long 
spells of time. * The belief that credit depends on trust and 
therefore, the less the public knows, the more they must 
trust, belongs to the more crude and ungainly .phases of 
capitalism now repudiated by all sane business. 

In this matter of confidence, there are at least three 
parties directly involved, the shareholders of each bank, its 
depositors and the whole community of depositors in 
genial. Present practice recognises the claims for infor- 
mation end control only of the shareholders. Yet the con- 
fidence of the other ^wo classes is in no less degreO a vital 
condition of the future {progress of banldng in this country. 

^One xec^tly bsmk has already set an exam- 

ple,by making room on the BcArd of Directors for a depO- 



^iitrars* director. In the case of the luggor. banks,. it inay 
not perhaps be feasible to give such repres^tation to all 
d^)ositors small and big. But if rqiresentation were 
given to those who maintain an average balance above a 
certain miniipum and the list were revised every thrsp 
years, the step should go a long ^y towards enhancement 
of public confidence. It would, however, be unjustifiable 
to exaggerate the virtue of such representation. It is the 
settled practice of shareholders to take no interest in their 
c<mcems when profits are good and to reserve their com- 
bativeness and bellicosity for times of stress and difficujty. 
There is no reason to presume that depositors as scattered 
through the several branches of a bank as shareholders 
will be better able to discharge their responsibilities. Their 
r^resentation is more likely to be merely symbolic but 
even symbolism has its special advantages in these spheres 
of human life. 

It is when we think of the confidence of the public and 
the banking community in the banking system as a whole 
that the problem presents itself in its proper perspective. 
Public c^fidence can rest only on the impartial opinion 
of some public authority or, in ordinary times, on the be- 
lief of the public that their interests are being watched 
by some competent authority. There are only two autho- 
rities which we could conceive of in this connection — ^the 
Government of the country and the Reserve Bank of India. 
The intervention of Government can be, as we have 
already observed, only an emergency and last-stage resort. 
In all other circumstances and stages, the power and 
leadership belong naturally to the Central bank of the 
country. Unfortunately, the recent world-wide crisis has 
revealed that central banks as constituted at present are 
incapable of helping themselves or indlviduaH banks. Tte 
crisis proved that the more recently created banks have 
yet to acquire the authority and public confidence which 
are the outcome of slow historical evolution; secondly, that 
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th^ legal powers while suited fw ordinary tindies, could 
not for any bbld or heterdox innova^ 

tions; thirdly, that tiieir executive is not qualified to 
assume the full weight of national interests. The creation 
cf the Reconstruction Finance Corporation and the Federal 
Deposit Jhsurance Corporations in the United States, the 
creatioh of spteial authorities like the Reich Commissioner 
for Credit in Germany, Inspector of Banks in Italy, etc., 
testify to the loss of initiative by central banks and their 
subordination to Government as an experienced and valu- 
able advisor. In the creation and management of Ex- 
change Equalisation Funds, the Governments have actual- 
ly undertaken banking functions in whiph again the role 
of centrsi banks is largely advisory and consultative. 
These developments should warn us against looking to a 
prUnii principles of central banking and laws based on 
them rather than to expert knowledge and devotion to 
national interests in the executive of the Reserve Bank for 
the future progress of our banking system. The powers of 
the Bank may have to be extended in such wise that it has 
full means to avert more extreme developments and when 
they cannot be averted, to meet them in an effective man- 
ner. Ex-officio representation of the Reserve Bank as 
observer on the Boards of Management of the scheduled 
banks, powers to obtain compulsory returns and institute 
examinations of affairs, the concentration of aU banking- 
aiudit and even other audit in a special department of the 
Hank — these are some of the directions in which the present 
organisation and powers pf the Reserve Bank could well be 
.expanded. 

If the public in this country has yet to learn to look on 
6ur„ banks as national institutions, the bmiks on their part 
<^e it to the pountry no less than to themselves that they 
^ould avoid all pommunal sectariain affiliatfor^. Bitter 
Oxii^ence has proved again and again that in the course 
ofo ihase boii^^ th^ ravages. 
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; contending parties cany th^ war sooner or later |dtd 
every inc^tution which is cur is believed to be a stron^old 
of the (^posing parties. By their very nature, the cl^* 
tele of banks, whether depositors or borrowers, is very 
cosmopohtan which makes their position, delicate and vul* 
nerable. ~ A run on a bank by any large section of its ere* 
ditors inust develop sooner or lat^ into a general run in 
which other people in no way interested in the conflicts, in- 
deed, even the sectarian supporters of the banks themselves, 
participate.* Sinister warnings on this point are not 
lacking in the history of certain institutions and eyen 
banking furnishes certain examples. A close connection 
between British political power and British commercial 
enterprise is a postulate of Indian attitude on many econo- 
mic questions and in banking, the opinion held about the 
past policies of the Imperiail Bank or about the real mo- 
tive behind the prompt assistance given to the Alliance 
Bank of Simla illustrates the point. Several other exam- 
ples of the same kind have been already met with In our 
account of the history of Indian banks or the history of 
bank failures. 

Low IjC^cI of Incomes * 

No other single cause is more responsible for the slow 
growth of the banking habit than the general poverty of 
the people. Figures relating to the number of assessees 
of Income-tax and the average size of the incomes, the 
number of depositors in postal savings banks and the aver- 
age deposit per head, etc., testify amply to the narrow 
basis on which the banking habit has to be reared. The 
extension of branches, it has been already recorded, has 
caused a progressive decline in the average volume of re- 
sources available per branch. In other words, every 
advance in the creation of banking fdeyities must in future 
be secured in spite of a progressive decline in the incoflqp- 
level of depositors. It is indeed a common experience ev^ 
now that many people, high in educational or social status 
have to forgo the pride or convenience of a bai^-accotmt 
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because of sheer inabiHty to maintain a decent bsBance at 
tile baidc. 

The banks on their part cannot claim that they have 
reached a prG^)er balance between income-levels in tins 
country and their' conditions for opening accounts or giving 
charge-free use of banking services. In presdibihg a 
minimum initiafl deposit, banks aim at assuring at certain 
financial status in their depositors. In stipulating the 
maintenance of a certain minimum average bs^nce, they 
aim at securing payment for the costs of banking business 
and some margin of profit. It seems that these conditions 
tend to be oneiyms for most incomes in this country. Many 
important banks reqfUire as high an initial deposit as 
Rs. 300 to 500. Some banks which require an initial deposit 
of Rs. 300 or more expect a credit balance of not less than 
Rs. 100 to be maintained in the course of the relationship. 
These figures appear unduly high, when compared with 
certain stray evidence of the average size of accounts in 
this country. It is likely that even for the bigger banks 
the a<verage volume of balance per current account is no 
more than Rs. 1,000 at the most. From the experience of 
other countries, particularly the United States, it may be 
presumed that the bulk of current deposits of a bank is 
made up by a few big accounts while the greater number 
of current-accounts consists of small and even unprofitable 
accounts. 

Statistics relating to postal ssfvings bank deposits may 
be helpful in fixing the range of our estimates on this 
subject. The postal savings bank deposit per head moved 
in the neighbourhood of Rs. 120 till 1920 and with the 
jgrowth of wealth in' recent years, the figure has improve 
to Rs. 190 in the last few years. If these savings were 
estimated to cover » period of life of ten years on the aver- 
alge, it gives us an annual contribution of about Rs. 20 in 
round figures. if the^ 42 lakhs and odd account 

holders were asnmied to save only 5 per cent, of their in- 
cofiies in this thfr mm an annual income 
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r or nqpenditure per fomily of about Rs. 400. It is {srobi^e 
that postal savings batdc depositors are drawn from much 
poorer strata of society than th<»e on which our banking 
system must rely for the supply of its resources. Never- 
theless, these figures illustrate the narrow basis of banlmig 
in this country and the need for- revising some of our 
banking practices in harmony with pur econofnic en- 
vironment.* 


Of cour^, banks as profit-earning concerns cannot ap- 
proach the subject from the side of income-levels alpne. 
They have perforce to take into account the profitability 
of each individu^ relationship. The direct profitability of 
an account must vary according to its average size from 
year to year, the number of cheques drawn on it on the 
average, i.e. its activity, and the cost of handling each 
cheque. It is clear that reliable estimates of these factors 
involve elaborate and painstaking accounting analysis. It 
has been estimated in the United States, for example, that 
the cost of handling a cheque works out on the average 
at 3 cents. It would be strange if in India this cost is 
above 1 iinna per cheque and most probably, it is nearer to 
half anna. If an average balance of Rs. 100 in an account 
earns for a bank 2 per cent, per annum, it might mean loss 
to the bank if more than 32 cheques per annum or more 

* Central Bonk of India. 

Ntftnber of current Current and Fixed Averaife Current 

Accounts. Deposits (lakhs) and fixed detxisit 

per current Account. 

1014 December ... 1,.%00 »0 Us. 1.000 

1015 .June ... 1.700 4S '^.000 

1016 December ... 2,000 60 .. 2,600 

In 1012, more than 2/8rd of total deposit lialnUties were accotirtied for bv fixed de- 
posits— the average \^olume per account of which is generally smaller than in the case of 
current accounts and the bulk is made up by many small accounts. By 1921« fixed and 
saving deposits felt to about half of total oepoidt liabilities. 

Imperial Bank. Current Aooounts. 

(Branches in C. P, and Berar) 

Numbeir Ra. Tbtal (000) Average amount per 

Account. 

December 1025... 1.504 8,881 2,100 

1020... 2,100 6,169 2,800 

Of 80,000 and odd Biitlah India creditors of the Travancore National and Quilem Bank, 
20,000 and mote were re|lortcd to be for Ra. 60 and under. Persumably, moat of URse 
accounta were fixed depoatts. The aggregate Uabltitiea, fixed and current, amounted to 
Ra. 242 faddia. Assuming tbai the b^ of oiment depoaha had been withdrawn by that 
date, this works out at Rs. 800 per account for fixed deposita. ^ 

In 1040t another bank operating in the same area dlsolosed an average of Ra. 884 per 
fixed deposit aoeount, Ra. 145 per current account and Ra. 46 per savings account. 

: Ri 1941, the Devfcisaa Nanjee Bank of Boipliay dfadosed an avea|re of Ra. per 
fixed ind current account taken together. 
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tium die<|ue8 jper numth were allowred to be dra^ 
On it free of charge. Of course, for a final estimate of the 
profitability of an account, otber incidental advantages 
like loans b o nc ew ed by the customer, his safe custody 
business, his advertisement value, etc., have also to be 
taken kifo account, llie fact that as high a percentage as 
57 of the total accounts in the United States is reported 
to be unprofitable to the banks proves the extent to which 
banking facilities may be based on considerations other 
^an' direct i»rofit. It may be perhaps feadble for Indian 
l^ks to frame schedules of the number of cheques they 
are in«pared to allow free of charge for accounts of vary- 
ing sizes and to make a service charge for any excess above 
the minimum number. The present insistence on a large 
initial deposit seems to be out of harmony with the econo* 
mic conditions of a country in which gazetted officers of 
' Government start with salaries of less than Rs. 200 and in 
a few cases with Rs. 300 to Rs. 400. The changes suggest- 
ed above must be preceded by scientific inquiries and 
should, when effected, go a long way towards attracting 
smaller folk into the banking system. 

4paorance and Illiteracy 

Illiteracy and absence of education in general cannot but 
be grave obstacles to the growth of economic habits and 
modes of business which presuppose ability to write and 
affix signature to cheques, follow the purport of rules, 
docum^ts, etc. It is, however, possible to exaggerate the 
significance of these obstacles to the spread of the banking 
habit. The illiteracy and ignorance which are relevant 
to this problem are the illiteracy and ignorance of those 
only who reach' the minimum income-level presupposed 
in a bank>accpunt. ConsMeml in this li^t, it is very 
doubtpul whether the obstacle really opiates in the case 
of tnore than an icisignificant fraction of those who can 
ifrford to have a bank accmmt. The assessees to the 
income-tax wbkdi covers aU non-a|gricultural incomes did 
not exceed TOO thouf^d in tbe year 1935-36 when the mkd- 
atibessabie Rs. l^DOO. number of persbhs 
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£ live primarily on rent of j^riculttxtl^ lax^ zelnrtiP*^ 
ed by the last Oeasiis at;^i lakhs «kly.* U dve 
core National and Quilon Bank were taken to r^mraeatt 
average banking ccmditi<niB in 19S7 and Rs. 1,000 M 
taken as the mean size of deposits for all depositors of the 
Indian Banking i^stem, the aggr^ate number of depcMd* 
tors would not exceed 30 lakhs in that year. This number 
may be compared with the number of account holders in 
the postal savings banks which ran into about 35 lakhs in 
the most recent return. The nui^ber of literates them- 
selves was returned in 1931 at 281 lakhs for both male$»0Tid 
females. These figures and the graeral experience that 
illiteracy and poverty are as a rule inseparable twins in- 
dicate that these* particular obstacles are much overstated. 
Nevertheless, since every effort must be made to build up 
the banking habit, the extension of the use of vemaculaiis 
for all banking purposes deserves to be attempted in aU’ 
favourable circumstances.f 

n 

BANKING LAWS 

The causes inspiring banking legislation vary according 
to the klstory and circumstances of each country. Much 
of the legislation in the United States, and, to a limited 
extent in England, was motivated by a desire to regulate 
and assure the redeemability of note-issues. With the 
assumption of the note-issue by the Government in 1861, 
such a cause for banking l^islation Ceased to exist in 
India. The monetary and exchange difficulties of the post- 
1920 era induced many countries, new and old, to under- 
take v>flnifing legislation bearing chiefly on the powers and 
functions of central banks. It was rot till the Great De- 
pression and banking crisis of 1929-33 that the law was ih*> 
voked ahnost everywhere and on a sweeping scale as a 
remedy fca- almost every conceivable banking ill. 

The desire for banking legtsaHCn in India is to be. traAd 
to the one great banMng crisis which this country 
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In 19}8-X4. The iDlijMtive aimed at has been the pt'etne- 

tion of the public agunst its own ignormice* proteeticm 
against the ignorance or dishonesty of ^ose who limit or 
mamige banks and finally the protection of Indian bank- 
ing generally against powerful foreign ccanpetition. The 
enachodent of the Reserve Bank Act was due, as we. have 
recorded,' to the anxiety of Briti^ commensal and politi- 
cal interests to 'remove .monetary and currency questions 
beyond the reach of Iivdian political influence. 

Fonn of Legislation ; 

The ends of banking legislation have been secured in 
different ways in different countries. Some countries hswe 
preferred to introduce special clauses be^ng on banks in 
their general law relating to joint-stock enterprise. Others 
have ' promulgated special banking laws. A few have 
jq)ecial laws which include in their purview not merely 
banks but other allied and cognate concerns as w*ell. 

Till 1936, India had no banking legislation of any kind. 
Banks like other concerns had to conform to the general 
requirements of Indian company laws. The Act of 1936 
made the first and a very significant departure. Part X-A 
was devoted exclusively to banks and was meant to be 
merely a precursor of a special law oir the whole subject. 

The first effort at legislation on the subject of joint-stock 
enterprise in general was the Joint Stock Companies Act 
of 1850. This Act made members of a company registered 
under the Act liable for the debts of the company in pro- 
portion to their holdings. The law conferred on companies 
If^al personality, prescribed for them audited balance- 
sheets and profit and loss accounts and made provision for 
their winding-up. The Act of 1857 created limited liability 
fi>r aU companies except those for banking and insurance. 
The Act of 1850 reipoved the excepticms. These various 
eAactmimts wei^i later consolidated into^ one statute — ^the 
Companies Ant of 1866. Although ammidments were made 
now and then e.g. in 1892, a reconstruction of the statute 
Wisr exdbited whudi governs tins 



Aidbjeet at prcMieiit is tiie 9«ai wacliiiaiit <^ 1936, tlie 
dian Companies (Amendment) Act 1936.* 

Law Relatinif to Balance^he^ of Bankaf 
In 'fte present era of joint-stodc enterprise, the 
enforced publication of balance sheets is no doubt the great* 
est safeguard against" flagrant ^rpes of financial di^ontoty 
or incompetence. From 1866 onwards, the laws relating to 

• To of adnicliar tliteMMatiaii. lt ianeeaMMT to bw U odM 

the ooim of In E m I mm L Tte Act of imM oBo wo d iM^rtiiierglii|M with nmo tlion 

6 nimben oirtotde n ndtotof 6S mOm Irmb LoiMlon to Imo notos AM to nw oMbe wM 
in the name of Me b^. Acte of 1888-40 and 1844 oonihr oorpomto dianotof on alt 
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m»Mted to trading ooniMinlee but not to haakaa In 1888 banln warejinowed 
Vinitad liabiHtg oon^mita after nollae to ebatelioldeM. ^ 


XJabllltiee: P*®*“*® Balanea Shoot 


Aaeetes 


Authorieed* leeued and Subeeribed Capital Caeh Ciedite and Detnand Advanoea t — (7) 
Paid-up Capital (1) toane 

Reeerve Fund : — Bille Dfeoounted and Purahaaed 

Reeerve for Contlngen- 

des :-~(S) Partioulare required by Act VII of 1018 1 — 

Deposite (|> liebu good and ftitly aeoimd ; 

Fixed, Short and Savinga (In which Direotor ie coiMBemadl 

Bank: — (8) (Total maximum balanoee In 

Current and Contingency the year) 

Accounta: — (4) (il) Debtii good and eecuied by 

Rebate on Bille Dieoounted liability of other peraone. 

and Treaeury Idlla, (Mila mcounted) 

mitea due :-^5) (due from Joint-atock oo, with 

agent'a guarantee, a bank 

Profit and Low Account direeior Mag conoemad) 

<i) Balance from last year : — (III) Debta good but aecured by 

(Hi Profit from the current year: — debtor^a liability ; ‘ 

dni; Lew income-tax, etc, : — (Iv) (v), (vi), (vli) Debta doubtftil, 

' bad, to directom perionally^ 

ent Liabilities : — (8) due from other oflloen, etc. 

Landed Property below coat i— ^ 
inveatmenta at or below market ratea: — 
Bullion, Govetmnant aecurlty. Im- 
provement Tniat and Municipal 
bonda, joint-atock company deban- 
tuiea and abarea ; 

Government of India Treaaury Bills : — 

CaA in band and at Bankers in Current 
Aooonnt ! — 

It is rarely the practice of Indian banks to « i^irt as uncalled reserve 

liability to be called up in ease of liquidation as In Bnidand. 

This ia a raerve against those HabOitlae which may materialise after the preparation 
of the balanee-abMt, e.g. re. MHa dfacoonted, guarantees ; unfinished oontracta; 
pending actions. 

The usual period for fixed deposits la 1 year I * Short deposits * are a feature of 
financial centree like Bombay and CalouttiL 

Contingeney Aooounts : — ^Theae are hidden reserves, provision for bad and dcwbtful 
ddbU, depraeiarton of investments, and many other 
unknown Items. 

Rebate ia alkmanee made for dlscgmnt received lagt not earned alnoe the maturity 
of the bills oonoemed extends beyond the dale of dosing the balance sheet. ^ 

These are liabHitlea which are contingent on the happening of events wliieb may or 
mg ^wtj happy t^e^. as regards bills dlsepanled,i guarantees, un flid shed ooatiacts, ; 

A cash eredit is fixed as a maodmum againm moiniSBory notes, two s uretie s, hypor 
theoaUon of stodw. Interest Is duuMd onfy on the amount actually uo^ nut 
intereat on a m i n i mum b a ianoe baa to ba paid. T^ ftioUity is tetmlMbte at anjP^linie* 
Deniaad advances are also repayabla at any tlBie but as a rule notice ii glvaia* 


(ill Profit f rom the current year:- 
^ili) Lew income-tax, etc, : — 


Contingent Liabilities : 


It ia rarely the 
liability to be ca 


■ !;■■■■ ■ ■ ■ ■■^. ■ 

«»^teavoiffcd to lOidEe 

j^iard as strict abd^ a^ possible. Unfori^i^ 

firain the standpp^t <4 baid^ ^hese j^oris 
fipde^ Indian Company Law has 

<d^ys adhoeed. to one g^erai form of balance-sheet to 
wfdch all oompmiies are expected to conform. Any special 
proy^it^ as such have been incidental rather 

than CfSp^ved on a comprehensive and well-laid plan, lliis 
jbijt tneimt a good ddal of underirable latitude and a good 
iNbd of unnecessary obscurity. As Buckley J, dSOned it in 
N^ewton v. Birmingham Small Arms Co., **the purpose of 
the balance sheet is primarily to show that the financial 
positicm of the company is at least as good as there stated,' 
not to show that this is not be better". It is doubtful 
whether the present form of our balance sheets achieves 
this desideraitum of cautious prudmce. The construction 
of a specitd form of balance-sheet for banks is one of the 
aaost urgently needed reformsf ' 

The Indian Companies Act 1866 required banks and other 
Cognate concerns on a limited basis to publirii, in a sum- 
mary form, statements of their assets and liabilities twice a 
year. Except for inconsequential alterations of dates, the 
form of 1866 has been rigidly aldhered to in all subsequent 
acts and ardendments.* As avowed summaries, they have 
significance <xily in the light of the balance-sheets of which 
tlmy are the fprerunners or successors. 

1 ^e Act of 1866 requred that a balance-sheet of the pro- 
per^ and liabilities of the company should be made outt 
once at least hi every year, /^le Act of 1913 amplified the 
of the stm^^ give particular so as to 

;/:;t : ca MSmaw itapai* 
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general xiatiim the «ad' «t8set»v«wir^^^ 

how ^ value of ^ fixed Maets has been axrhrad.'^ 

The Act of 1936 made no alterations in the partichtarS 
stated above. But it made one unportant additiim. When a 
company holds idiares of a subsidiary ccanpany, the balittse- 
sheet of the holding company must contidil as an anneasture 
the last audited balance-sheet, profit and loss account and 
auditor’s report of the subsidiary company or rompanies 
as well. 

In -the dhse of institutions like banks whc»e business iS 
much influenced by the course of the seasons, the thiie of 
publication of the balance-sheets is obviously a very im- 
portant matter. « Unfortunately, there is no uniformity of 
practice on this point yet. Most Indian joint-stock banks 
publish their balance-sheets as at the ^d of June and 
December. But there are some exceptions. The Union 
Bank of India, and the Allahabad Bank of India after its 
affiliation to the P. & O. Banking Corporation, prefer to 
state their accounts as on 31st day of March. Apart from 
the difficulties of compiling a general statement for Indian 
banks as such, there is also the danger that such divergences 
of pr^tfee may encourage window dxes^ng by means of 
temporary transfers of cash deposits to needy bahks. 

There is also a good deal of varying practice about the 
publication of profit and loss accounts. Many Indian baxdcs 
e.g., Bank of India, Allahabad Bank, Bank Baroda, Bank 
of Mysore, the Central Bank of India, etc., publish ^ong 
with their December balance-sheets yearly accounts of 
profit and loss. But the Ipdian Bank and the Punjab Ns* 
tional Batnk publish only half-yearly accounts at a timer 
The In 4 )erial Bank adhered to tiie latiier practice till 1^. 
From that year, it began to publish its aggregate y^ly 
profits but they are stated unhke othe^ banks as from June 
to Jime. # 

^e Table A fo the Act of 1686 tiie fc^ of 

ba^ce-eheet vMeh coh^anies w«^ required to 

^ * Griiomjrv. 8clin«Bd’0o.,lM$,.SXB WMi;'tlWllSn',-MBoni. 







t0 as nosir as meuimtaiiees adndtted. It is noteworthy that 
while in Ehg l ah d Am; lorin wms omitted in the subsequent 


Act of 1906, our Act <4 1913 continued to adhere to the form 
with certain amplifica^ons. These amplifications 'deserve 
to he noted as bihiging out the limitations of the law as it 
existed b^oxe 1913. 


Ca^iaL^ — ^The Indian Company Act 1866 required a 8tate> 
ment 'Of the munbia: of shares and the amount paid per 
share. The 1913 Act changed this to a stat«nent per share 
and in the aggregate, of the authorised, issued, Subscribed 
and paid-up capital under eaCh separate head. The change 
was useful not merely as enabling an eaiuer understanding 
of he owned resources of he company and ^resources which 
could .be evoked at a short notice but serv^ also as a con- 
stant reminder of the proportions which he three magni- 
tudes bore to each oher and herefore as a check on irres- 
ptmsible or fraudulent devices meant to impress public 
ignorance wih mere paper figures. 


The amendment of 1936 distinguihes between various 
classes of capital. Shares issued as fully-paid-up but with- 
out receiving any cah for hpm have to be stated separately 
from hose for which cash payments are to be realised. 
Under he head “calls unpaid” he amount due from the 
managing ag^ts has to be separated from dues to be 
realised fxtxn others. As will be noted presently, he Act 
prohibits managing agency system in banking business. 

BeseriM iP^ds. — ^The Indian Company Act 1866 had only 
one head^Beserve Fund. It was explained as showing the 
ambuht set aside from profits to meet contingencies. The 
1918 successor adds several oher fimds of what it hen 
described as *^serve Fund or Development Funds.” 
These new funds were: any sinking funds, and any oher 
fund created oiit of net profits. 

Tl^ head has revealed a good deal of divergent 
^rai^cf h baliiace^eets. The Punjab National Bank, for 
«uu|[q;»k^ Funds for rontmgencies and 




f Fuads a^dnst Depreciati<l»i of Invest^^ Hio Iqidyiaa 
Baoik follows the suae practice^ Other banks ftod need loir 
other ingenuities. 


Debts and LiaUlities. — Ihe Indian Company Act 1866 had 
an omnibus head **Debts and Liabilities** to show firstly, 
amounts of loans or debenture bonds and secondly, amount 
of debts owing by the company distinguished under several 
specific and (me miscellaneous sub-head. The fixed and 
other deposits of banks fell naturally under the last mis- 
cellaneous *sub-head which called for no details. 

The amendment of 1913 split the secon<l part of * the 
omnibus “Debts and Liabilities*’ mentioned above into 
several indepencfbnt heads with slight changes of descripn 
tion. The most significant change was the creation of two 
new independent heads, namely loans otherwise secured 
(stating the nature of security) and loans unsecured which 
now took the place of the last miscellaneous sub-bead men- 
tioned above. The head “unsecured loans** now covered the 
deposits of banks. Again no specific details were prescrib- 
ed by the Act. 

The 1^6 Act specifies several details under the head 
Loans (a) secured and (b) unsecured. Under the latter 
head occur the important items — loans from banks, fixed 
deposits, sbort-tei’m loans, liabilities to subsidiary com- 
panies, etc. 

The balance-sheets of Indian Banks do not observe any 
imiform practice regarding deposits. The Imperial Bank of 
India and among the smaller banks, the Indian Bank and 
the Union Bank of India do not separate fixed and current 
deposits. Those banks which separate them act presumably 
on no uniform definition of fixed deposits or “short** 
deposits. • 

Again, banks which state curr^it and fixed deposits 
separately are not agreed bn the status of saving deposits. 
The Allahabad Bank and Baific of Mysore have adopted tl^ 
sensible course of stating their sayings depmdts und(E^ an 


M the ]»{^ ihesi^ 

dbefKisito^^^ thti l^ctfa^ is to be ixuich com^ 

inended. Aloro emong important banks, the Baidc of India 
less objectionable course of putting saving^s 
togefht^ Uritli fixed deposits. The Central Bank 
and the Btmk bf Baroda lump them with current accounts, 
^e undesirability of such va^ing practices is thrown into 
bold belief by the behaviour of the Punjab National Bank 
on this point. Till 1936, savings accounts wbre combined 
with current accounts. For unexplained reasonst. they were 
Biereafter placed with fixed deposits. 

. a ^ 

So long as savings deposits formed but an insignificant 
part of a bank’s borrowed resources, this vjiriety of practice 
could not cause much misinterpretaition of the situation of 
any bank. But as the figures relating to the Allahabad 
Bank and Mysore Bank suggest, their importance has grown 
strikingly in recent years.* Indeed, this development is 
not 'exceptional to India but has been observed in many 
other countries like the United States, etc. It must conduce 
to greater clarity and more accurate interpretation if all 
banks followed the. practice of these two banks. In the 
alternative, a uniform procedure of combining them with 
fixed deposits is to be preferred as being more logical. 

' The changes in the other heads of the 1866 Act, namely, 
Profit and Loss, Contingent Liabilities and creation of a 
new head, namely Advanced Payments and Unexpired 
Discount do not need any special comment. 

Frape^ty held by Company. — ^We niay nOw turn to the 
assets The first head under the Act of 1866 is “pro- 

perty held by company,” which is distinguished as immov- 
able prc^peirty property. The cost was to be 

stated ^th deductions for deterioration in value as charged 
to tlm Beserve JHmd^r Profit and Loss. The 1913 Act drops 
d^tinctioii betwe^ imvable and immovable pro- 
perty, as “Fbcpd capital expenditure” 



Act ol 1936 added a aigniftewHt cl>ua» that dUee auieis 
ilhive been mittoi off cn a leductkai ^ eapital^ ^ 
tkm of assets, subsequent balance'-sheets i^ust 
i^uced figures 


Book-Debts.— A very important head in the Act of liWi 
was ‘‘debts owing to the company^ TOrresponding to the 
head “book-debts” in the Act of 1913. 


The Act of 1866 distinguished first “debts considered good 
for which t^e company hold bills or othar securities.” In 
the Bank of Burma case, Mr. Justice Twomey explained the 
wide significance of the clause as it stood in the Act. The 
sole pro-note of the debtor was enou^ to make the debt 
one with security* to support it. It did not matter if the 
security, when there was any, was grossty inadequate->the 
Act did not require full security to justify indudon under 
this head. No line was drawn between good and bad 
security and even when the security depreciated, the debt 
may still be classed under this head as a secured debt. Trtie, 
reputable accountants developed a practice of classing under 
this head only those debts or those portions of debts which 
were ftiUy secured. But the Act itself did not lead to such 
a construction. 

The Indian Company Act of 1913 terminated this vague- 
ness. In the case of a bank, it distinguished those debts 
which are fully secured from those which are good but for 
which the bank holds no security othiHr than the debtors* 
personal security. 

The next head under the Act of 1866 was debts considered 
good for which the company had no security. *nie Act of 
1913 continues this head of “good debts.” Ihe definition 
of a good debt is obviously a difBcult point. In the CMe 
cited above, the judge described it as a business tenn to be 
interpreted in the light of relevant business standards and 
declined to lay down any d^nition qf Ids own. * 

!]^e third sub-head imder thie of 1866 wia “debt^ 
consid^^ bad and dOubtful”^ ^ 



This liMd^ W H natiu^l midMurasantet to hankk 


A<^a0S(rledg!iieht of debts of this kind was inevitaUy kxdced 
as an invitation to su^icion and loss of confidence. 
iBankers and auditors all ovnr the country developed prac- 
tices aocordiiig to which these debts were placed in the 
class *||oo!|i d^t^ on condition that a secret reserve or con- 
tingent fund was created on the liabilities side to the full 
axnoimt of the debts. As was emphasised in the Bank of 
Burma case cited above, absence of a reserve meant that the 
debt must be specifically shown under the bad ai^ul doubtful 
category either to the fhll extent or to the extent of the 
difference between the amount of the debt and the amount 
of the provision against it. 

Although no dishcmesty could be imputed to such a 
{practice, it was certainly not a- strict and correct compliance 
with the law. The Act of 1&13 retained this sub-head in its 
original form F, adding the significant words **in all cases,’* 
i.e. in the case of all companies including a bank. In the 
Central Bank of India case (1927), the question of interpre- 
tation was disposed of in the only valid manner possible. 
^‘Book-debts” can only mean debts owing to the company 
and so shown in the books of the compiany. Unless a debt* 
was actually written off, it should have its proper place on 
the assets side. The fact that chances of recovery were 
non-existent or that a reserve was held in h.and sq.iinst it 
could not make it less of a debt. 


TTie Act of 1913 had added in this connection one more 
obligation on the liabilities side which found no place in the 
Act of 1866. There occurred the head “Provision for Bad 
and Doubtful Debts” which again made it necessary that 
when the rcsierve was invoked to meet such debts, the 
amount ^ouki be revealed ipider this head and not hidden 
t^e pub^c tsy% 

•Attor the discikion in the Central Bank case, a notificaticm 
of 19^ gave hegal status to the practice of baxfiEers and 
‘Auditors described; a^ Banks were now relieved of ^e 
tiDfbanRBSsm^ sub-head “Ihrovision for Bad and 



^penibtful Debts,” on the lial^ty side idtogether end <m ^ 
tt^ts side they were not required to state their bad s^ 
doubtful. debts when provision was made against them to 
the satisfaction of the auditors. It is clear that the amemi^ 
ment throws an unambiguous duty on the auditcus t(^ 
assure themselves that all bad and .doubtful debts which do 
not appear in the balance-^eet are>reserved against. 


The Act of 1936 cancelled the notification of 1927. Doubt- 
ful and bad debts were to be so shown and “Provision for 
Bad and Dohbtful Debts” reappeared once more on the 
assets side. But this change appears to have been due. to 
mere inadvertence. Early in 1937, the Governor-General- 
in-Council directed that alterations be made in Form F in 
the III Schedule of the Company Act restoring the notifica- 
tion of 1927 and the law was subsequently amended in the 
sense of this notification which a special bench of the 
Bombay High Court declared ultra vires on 2-9-43. In the 
Column headed “Capital 'and Liabilities,” banks were reliev- 
ed of the necessity of showing “Provision for Bad and 
Doubtful Debts” and in the Column “Property and Assets” 
the sub-head “Book Debts” was qualified with the addition 
of the wqjrds and brackets “(Other than Bad and Doubtful 
Debts of a Bank for which Provision has been made to the 
Satisfaction of the Auditocs.)” 


The last sub-head is “Debts due by Dir^tors and other 
Ofiicers etc.” The Act of 1866 had a head which ran: “Any 
debt due from a director or other officer of the company to 
be separately stated.” In order to include debts held by 
these parties conjointly with others, the 1913 Act adopted 
the more comprehensive description. Under the old sub- 
head, each individual name and amouht were required to be 
disclosed. But it is not clear u^^er the new Act pre- 
sumes a continuation of the old practice xequires only 
the . total amounts of such debts. * ^ 

Cash and laveshnents. — ^With regsrd to investments, the 
1866 Act required a statanent fherely of their nature 
rate of interest/ The 1913 Act separated the two hetfdi 


aul regard to the 

required that the -nuxle of viduation whedier at cost or 
fnarket vfd The laterest <m Invest- 

ments was placed under a separate head of its own. 

^ The 1936 Act requires details under the head Investments. 
Govemnmat ^ trust securities, investments in shares, de- 
bentures add bonds, investments in scrips of subsidiary 
oomp^es, investments in immoveable properties have to 
be separately distinguished. 

The treatment of /*Cash** . varies in actual pjractice from 
bank to bank. Some banks e.g. the Allahabad Bank include 
cali-money luider Cash. Hie Central Bank and the Bank 
of Baroda state call-money separately. The Punjab Na- 
tional Bank includes imder Cash drafts in hand as well. It 
is obvious that the last named practice tends to inflate un- 
necessarily both the cash and deposits of the aggregate 
banking system. With less scrupulous banks, the practice 
lead to more dangerous consequence. In the case of 
the Hravancore National and Quilon Bank,, it was found 
that **entries in bank accounts were manipulated at the end 
of the flnancial year by drawing bogus cheques and then 
reversing them at the begiiming of the next year evidently 
with the object of concealing the resH financial condition of 
the bank and to make it appear, in the balance-sheet that 
the Bank was earning a profit.” 

Advances: Bills of Exchange. — ^Hie 1913 Act created these 
two new heads which had no place tmder the former Act. 

Under Advances, the 1936 Act distinguishes loans given 
to subsidiary companies and loans to directors and mana- 
gers, 

Mdid Indian joint stock banks state separately Cash Cre- 
dits, Dmnand Advances and Ovmdrafts on tiie one lumd 
and loans cm ^the other. rBut the Punjab National Bank and 
tlih badian Bank ppt these items under one omnibus headJ 
!pie Union liafek which folfloa^ the former practice till 
X9SB b^San ike items together thereaft^. 

'inclu»on...of.-a $uin 
.abil^^wfa'-never ; likely' paW 


^iillioinits to a false statem^t iwolvit^ 
ilt has been held hofwever that a baiilcis entitled as a mat^ 
of course **to reckxm as profit the unpaid interest on any 
ddt>t whiidi is honestly consicter^ to be a good debt.*'* In 
another case of this kind it was laid down that to justly 


paymimt out of isrofits of this kindi the directors . should 
have satisfied themselves that the d^tor *‘is a man whosb 
liability is as good as cash.** 

Profit and Loss Account. — Banks in India differ very mt.ch 
in the amount of information they give in their Profit and 
Loss Accounts. The Bapk of India, Bank of Baroda* Bi^k 
of Mysore, Union Bank and the Imperial Bank of India give 
only their gross profits i.e., the difference between their 
aggregate earnings* and interest paid by them to depositors, 
etc. The Allahabad Bank, Indian Bank, the Punjab Natimial 
Bank, etc., state both the aggregate earnings and the inter- 
est paid. All banks give of course their expenses and their 
net {HTofits. The items of expendij^re are not however 
arranged on the same plan — althou^di fortunately the im- 
portant item **salaries” is invariably stated separately. 
Alone among the leading banks, the C^tral Bank of India 
giv^, in Edition to all this infoimation, the interest paid on 
fixed and current deposits separately. For the earlier y^rs, 
it used to supply the aggregate number of its account-hol- 
ders. It is clear that ai standardization of this information 
will be a great aid to the understanding of the economy, 
efficiency and general tendencies both of individual banks 
and the baxiking system as a whole.f , 


* 


Law relating to Officers of Banhst 
The law holds directors and officers of a company crimi- 

* 1980, 184 Ind. Cm. SM ffliad) le. ^ 

t cr, ** Sow tbe Hgiim shown In the bank balinee-dseaU are neither exhaustive nor 
so detailed aa those iNiliItthed when the Joint-stodic banhara wese fiuslng the keen ecanpfWlon 
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naHjr liable lor false statements imder tiiree cenditions. in 
the first place, the statem^t must be false in some material 
V particular. Secondly, the statement should have occurred 
in oiie of the documents like balance>sheet, prospectus, ^c., 
yequired f<»: the purposes of the Indian Company I^w. 
Finallyr the statement ^otdd have been made wilfully, 
knowing it to be fadse.* 

Tbe falsity of a document nuHy'lie in its general tenour, 
although no specific statement in it is false. When mere 
technical point or points regarding correct or incorrect 
accounting are involved, no wilful dishonesty can be imput- 
ed to the stat^ents. 

The civil liability of officers of a cohq)any is fixed by 
Section 235 of Act 1866, Act 1913 and Act 1936. Officers of a 
company are made answerable for misfeasance or breach 
of trust which indhides breach of duty whether as an act 
of commission or ommiapion. The misfeasance need not be 
a fraud i.e. involve moral censure. . To fall under this sec- 
tion, the misfeasance or breach of duty must result in pecu- 
niary loss and the applicant must have a direct pecuniary 
interest in the success of the application. For purposes of 
this section, an auditor appointed by a general meeting of 
tile shareholders is an officer in the company. 

Innocent mistakes or mistakes of judgment even though 
they may be so gross as to appear absurd and ridiculous 
involve no Usibiility. To make officers liable, the impru- 
dence must ampunt to gross negligence i.e. absence of care 
such as a reasonable man might take and not absence of all 
possible care. Non-attendance at board meetings would not 
necessarily be negligence. By section 86 F of 1936 Act, 
absence, deliberate and without the leatve of directors from 
thre^ consecutive meetings or for a period of 3 months, 
Whiehevw is longer, is reckoned among causes requiring the 
vacating of director*s c^fice. T!m directors are justified in 
trusting the accredited officers of the conqpany but not to 
Nffie exclusicm ^ tito exar^^ of the|r own judgmoit 

^ ISl*. » I. O 48t( n. itar.) m. Bim 



: > A few decided cases ^ould illiudrate ihe kind of eatisos 
kdiidb mi^t raise the ism id liability with r^ies^ 

ence to banking. In the Union Bank case,* it was held that 
"acting blindfold", putting **blind faith" in the iddhty cd a 
manager, "submitting their judgment to the disposal of ji 
manager" made directors liable. .Further, a distinction was 
drawn between banking and other business. In other busi- 
ness, to keep a watch and check on a fluctuating stock of 
goods like yam was impracticable. But the directors of a 
bank couldtfmd should see that bank funds are not offered 
to worthless debtors. In the Sholapur Bank case,* the 
directors who exercised no supervision or control over the 
managing agents were held recklessly careless and grossly 
negligent. The 1§13 Act permitted articles which could in- 
d«nnify directors against any loss or damage except that 
caused by their dishonesty. But, in this case, Such articles 
though enacted did not avail them. An overdraft to a cus- 
tomer does not ordinarily make directors liable for loss. 
But if a part of the overdraft is received by the directors 
as creditors of the customers, they must refund it. Direc- 
tors, it has been suggested, must infmm themselves of the 
purpo^ i>efdre they sign cheques. To continue to carry on 
business and incur debts when there is no reaironable pros- 
pect of the creditor ever receiving repayment has been sug- 
gested 35 proof of an intent to defraud. The application 
of such a principle means in regard to receipt of deposits, 
etc., obvious difficulties for officers of banks which are on 
the decline but not quite despaired of. 

The 1913 Act had also enacted that die Indian Limitation 
Act applied to applications made luider this section. In 
actual practice, the widest divergence of opinion prevailed 
as to the date from which tlw limitatloii began to run. The 
date of liquidadon, date of misfeasance br, as in die case of 
Bombay, date of the first ascertaimxMmt of the loss by tfe 
g nmp any were taken as the point from which tt^ limitatira^i*i 


• rim imid thi was wmousfy taw 

; (Bombay) under different sectimis of the 

Aot. MRie Act cff ^ 1 the ecmfusion by pres^ 

. cribiiig 3 years whi^ should run from the date of ai^oint- 
meat of Ikm^dator or misfeasance^ whichever gives the 
longer peidod. 

Nq single cause has been more responsible for the diffi-* 
culties of banks in India than the di^onesty or inccnnpe- 
tency of their managem«it, particularly the directors. Yet» 
no cause is more intractable to human remedy. ^The law can 
be «of use here only in a post-mortem manner. The fact is 
ihat the qualifications 'to be sou^t in directors are of such 
a diverse character that any legal definitipns or disqualifica- 
tions are impracticable, deneral or administrative experi- 
ence, techqjical ability, ability to introduce business, local 
knowledge or influence, control over other businesses — ^these 
are srnne of the qualities which open the way to director- 
ship. Yet, there can be little doubt that much less worthy 
qualifications play too often a decisive part in the selections. 
Concentration of power in a few hands or narrow social 
groups and cliques, interlocking of interests to a dangerous 
extent, predominence of old age or the hereditary principle, 
these are some of the crying evils, of ‘company management 
even in most advanced coimtries like Skigland. Unfortu- 
nately, while it if easy to state the e^ils, it is not easy to 
irngge^ remedies. The vigilance of shareholders, which in 
practice is' only a cot.nsed of perfection, high standard of 
business morality and public character which are always 
slow to take root and grow, particularly in a confused and 
heterogeneotis soil like that of India — ^these are the only 
ultimate bas& of bur so-called financial democracy of joint 
stbc^ ehterpila^ In the meanwhile, it may be feasible to 
giye Ihe Besmye Bank ex-ofBck> representation on the 
bbaKf^ o^adbiliulaM and certain non^scheduled banks as a 
at f nteresta without the rlg^t to vote.^ 

- AeiMB'iafDm'at alMna lUMieewrad 

ejSM ^l*****^ ^aaamrtail ■■ piuner. 

baabiieaMai ba Ba aaa, dSii ai hlHw wB eahaay^oiiiiMawalwaavyailiHrifelilt liiieipii Mi 



I TUI 1913, no qualifiotitHis were required of |wentM 
: auditors. The Act of 1913 for the firii time ioee^ 

cribed the certificate of the Qovemor-<3eneraa as a necessary 
qualification in the case of all public companies. The Act 


of 1936 requires the same qualificati<m of auditors for them 
private companies which are subsidiaries of public com* 
panics. 


The rest of the section purports to ensure the indepen- 
dence of the auditors. The auditor is appointed by the 
general meeting of the shareholders. In order to present 
any surprise displacement or appointment of auditors, a 
notice of 14 days prior to the meeting is prescribed. The 
directors may fill a casual vacancy. Unfortunately, the 
judges are not agreed on the definition of a casual vacancy. 
The remuneration of auditors is fixed by the general meet- 
ing which, however, may and does delegate the task to the 
directors with the words **at a remuneration to be agreed.'* 
A director, ofiicer of company, partner of director, a person 
in employment of director or ofiicer cannot be appointed as 
auditors. The Act of 1936 disqualified persons indebted to 
the company and auditors who became indebted subsequent- 
ly to their appointment to the ofBce. 


By Sub-section 3, Section 145 of the Acts of 1913 and 
1936, the auditor is relieved of the responsibility of ex- 
amining the accounts of branches beyond the limits of 
India. It would appear from this by implication that he 
must attend and audit on the Spot all branches within the 
limits of India. Such an inference is regarded as valid l>y 


some authorities on the subject, 

anen to aerve on thelt boovds and obo Mehon them awMig Uiair vduoblo dtaato. Mtort 

ownenhipp there is no easy solution of the quest^m of oonoentration of flnanmu 

faMenda and power and the intetloddnit or oonoeni to ntika'tlieylnevttmliljr toad. 

antborily had the rMpoaaifellity to eeteappoti d M i eiita to the dfaeetoratea ond h igher tg Hy * 
all joint atoek aonoema, the gnineaHpig ovB and jhuiialBl ^^uea might iMalto a^ 

So tor aa pauoity of hid» buainaaa talent la at the root of tola ptedlcamevt—and 


beat a very qaeaUonalito pio|iodtion--4lieie b imto MW 


M. B. 1.— M 



i09\ ]i«€»3Eia7 ZHl^ 

^ ■ Eacperience teaches that legal precaution to eosoie the 
independence of auditors or wider powi^ conferred on 
them to obtain information are of little use in practice. 
Actual appointments are always made by the directors 
imd there are forms of favour and bribery so subtle that 
tlSey can nev^ fall within the clutdies of law. It may be 
that baxik-failures are more due to the laxity of supervi- 
sion and management than to inadequate performance of 
duty by* auditors.* Nevertheless^ no steps should be 
omitted which can make directors more alert and the public 
. more confident about the security of their fun^, Propo- 
posdls have been made to arrange for an outside audit and 
examination which will extend beyond ascertainment of 
facts to advice and criticism. The Indian Cmnpanies Act 
itself empowers shareholders of a bank holding one-fifth of 
the shares to approach the local Government for special 
investigation and report. The former suggestion has been 
disapproved as opening a loophole for shoving of respon- 
sibility from the management to outside examiners. The 
latter has proved futile in practice a^d incapable of im- 
provement.t Othef proposals like association of a share- 
holders’ committee with audit, more frequent reports, etc., 
offer no better solutions. The proposals to make auditors 
liable for omission to state materiar facts in their reports 
and in the presentation of accounts of a hank are at best 
merely a post-mortem consolation. The only logical and 
final settlement of the vexed problem is to look on the 
audit of public companies as a public and national concern 
and to constitute a State service of accountancy for the 
purpose. A first step towairds the gosd would be to begin 
with banks, nKoiey-lenders and others cognaite concerns and 
since the Reserve Bank is^in direct charge of our banking 
welfare, it would be well to entrust it with the formation 
and xhanagement of such a servk^. Such an audit power 
liy the additimial *merit of giving the Reserve Bank a 
closer insight into ^ t^^ situation from time to time 

^ HM, p. M». eni, TM ; pp. 4T0-7St; 784. 
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making its credit-ccmtiol to that mctent much motif :, 
effective. The expenses this audit could be easUy rais- 
ed from the banks themselves by levying a certain per- 
coitage on their resources. 


Law relating to Organization and Management. • 

One great difficulty of banking legislation is to define 
what a bank is. In the absence of such a definiton, there 
must always be some doubt as to the exact concerns to 
which its provisions should ai^ly. • 

English law which till 1936 governed banking practice 
in this country as much as in England makes no 'effort 
to give a precise definition of a bank or bakUdng business. 
Nevertheless, ib imposes obligations on all concerns which 
claim to be banks, like periodic publication of balance 
sheets, etc.* It has even created a penal offence in making 
an improper use of the phrase “banking business."! But 
whether a particular concern is a bank or not, English law 
is content to treat as a question of fact, to be determined 
in each particular case in the light of prevalent briefs, 
methods and practices.^ 


The /Indian Central Banking Enquiry Committee, 1931, 
considered suggestions on this behalf from the Government 
of India, the Royal Commission on Indian Currency and 
Finance, 1926, IjProvincial Enquiry Committees and several 
witnes^s. It recorded its conclusion that “the task of de- 
fining the term *bank’ or ‘banker’ which has been regarded 
as well-nigh impossible in other countries, is much more 
so in India where a definition cannot be drawn without 
excluding many firms of indigenous bankers and indivi- 
duaOs who do a considerable portion of the financing of the 
country.”§ 


* CMnpMiim (CoiiMUdirt«d) Act 1008. See. 1; 108{ 118} 851; 856. 
t Moneylfiadeni Act 1927. See. 4 cub-ico. 8. 

t In Todd ▼. World ci Finance Syndicate lAd.* Mr. Fsederick Straner, Aarictant Ceneral 
Maa^r of London and South Weatem Bank, in evidenft for the defnidentf* elated that 
the methoda of the John Btdl Bank were not fhoae ordlnatlly adopted by Jolnt<«tock h aak a* 
The ju^ found the Terdiot for the defBodenta wHh ooata. 

% nm, 182 : The Commtaaion p rop oa ed Ihia daSidlion t ** The term bank or baidmr 
idiotdd be Interpreted aa meaalnff every peraon* firm. Or company ualnff In Ita dca c rip tion^fa 
title *b nnk* or %aDklnar' and eve^ co m pany aooqp^nf depoaiu of money oabject to 
dmwal by oheque. dran« or order.** \ 

• Ihdorlly Report, p* 458. ^ 


' ■ ■.■■■ ■" ■'■■■;♦ _ . 

y Meoacj^ oranferieB have sou^ to meet this difficulty by 
requiring banks to incorpcnrate themselves und^ sfpeciaT 
hiws which aim at the regulation of the organization and 
management of banks and their supervision. Other coun- 
tries like Italy and Germany have created special authori- 
ties to license banks and have specified groimds on which 
license may be decUined or banks in actual operations may 
be closed. In Germany, another authority, a Supervision 
iBoard, watches and regulates the practices and internal 
management of banl^. ^ . 

Iha Indian Banking Inquiry Committee made a com- 
mendable effort to combine the elasticity of British practice 
with the certain protection of law on specific points. As 
we shall presently notice, ' it indicated certain points on 
which banking legislation was desiralbUe. At the same 
time, it sugg^ted the formation of a Bankers’ Association 
whose membership should automatically create in a cons- 
picuous manner the necessary assurance of reputable 
status and practice. Till such an Association came into 
existence, the committee {sroposed that banks should be 
required to take out licenses from the Reserve Bank of 
India, which must naturally insist on conformity to certain 
standards.* 


The Indian Companies Act of 1936 adopted the bolder 
but more doubtful course. Section 277F defines a banking 
company as **al company which carries on as its principal 
business the accepting of deposits of money on current 
account or otherwise, subject to withdrawal by cheque, 
draft or order.” The qualifying word “principal” must 
itself create not a little embarrassment in the future. But, 


not contmit with this ambiguity, 17 clauses more -were 
added to catak^e incidental businesses or business ope- 
rations which banking companies may undertake within 
JOihgbOtinds of law. The catalogue finds place for. activities 


as widely different as agency business other than that of 




(unless the managing a^ncy rela^ to- 
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9 bank itself) at the one «ad and financing or jaromiistla^^ 
a business undertaking or industry at the other. It is ob- 
vious that if precision is the only virtue and ju8ti0cation 
of a legal definition, the defiidtion adapted by the hn^an 
Company Law cannot be accused of it.* • 


One may well compare this essay in legal ingeniUty vdth 
the definition offered by a great authority on banking Isiw 
and practice like Sir John Paget.t After enumerating 
each specific characteristic, Sir John Paget finds himself 
compelled to recognise acceptance by public pinion as 
one if not the sole mark of a bank. This is tantamolint to 
a confession that banking is a dynamic process and that 
reputable practice as understood by conteniporary bankers 
is the final court of appeal in every doubt.t 


Organisation. — ^The Indian Companies Act, 1936 lays 
down that no banking company incorporated after the 
commencement of the Act shall commence business unless 
shares have been allotted to an amount sufficient to yield 
Rs. 50,000 as working capital.f We have already noted 
how the creation of banks with small, insignificant capital 
was d very usual device with charlatans atnd adventurers 
to defraud the public of its hard-earned savings. The res- ' 


* The propoMcl nankingr CompAfiiefl Act, 1945, omtti the phrue **prinolpftl buslneca** 
and proceeds to define the permitted busfncM first positively and then nefativelv in terms of 
prohibitions as follows : — a banking company cannot engage in trading in goocM other than 
atoeks and shares, subject to a period of 7 to 10 years for the disposal of any non-hanking assets 
it might acquire in the course of banking business ; or have subsidiary companies except Ibr 
the purposes of tnistee or executor work ; or hold shares in any oomfmy in excess of 40 per 
oent of Its issued or subscribed capital. 


It is difficult to make out'how the period of 7 or 10 years was arrived at. It may be 
within the knowledge of many how the aftermath of the fast war loaded at least one bank 
heavily nith urban property and how the present war same to its rescue to oonvert tlie ksNl 
into a source of enormous profit. If this Act had been fn force in 1921-22, the bank wowd 
have been compelled to dispose of this property perhm in 1080-54 at about half or quarter 
the sum advancecT as loan. If the Tata Industrial Bank bad been allowed to continue, this 
war would have probably made it a roaring uvtoeem, 

t Sir John Paget in his taw of Banking sums w the legal derisions on this subjeqt 
in the following manner t — 

** No one and no body, corporate or otherwise, can be a * banker* who does not (i) take 
deporft aeoouDts, (ill take current accounts, (fill issue and pav cheques drawn on himself, 
ceffieet cheques, crossed and uncrossed, for his customers. Banking must be his known oocit- 
pation and recognised by the public as mudi.'** 


The proposed Banking Companies Act, 1945, defines hanking as **aoceptlng of dcposlta 
repayable <m demand**. As compared wttti the presmt law, the mlssioii of 
^prlacIpBl* ftom the permitted htmiess of beaks and, as compared wllh the Diaft .Bank 
omission of the words *by idieque* are signifioaat. In so far as companies HIce tsi 
mOls and other concerns In Bombay and particifowly In Ahmedabesi which jreeoii^ r*' 
teohnieany repayable on demand are eoneemed, this enactment will opmpH 
dipocits on some fixed basis. The omissfon of the wMs ‘by cheque* to pmiuips 
SrapoUbfoev^^ of Bie foot by the estendM use of ieosipt forms imd aavlagi 
meet. 
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Mctton introduced by this Act undoubtedly termihates one 
grave scandal in the field of banking. 

It is possible to claim some historical or logical juatifi> 
cation for the minimum fixed. During the four periods 
over ‘which we have studied bank-failures in the past, more 
ihan 3/4lhs of the failures are accoimted for by banks 'with 
a paid-up capital of 1 lakh and less. Of these defunct 
banks, those ‘with a paid-up capital of Rs. 50,000 to 1 lakh 
were about l/4th of the aggregaite in 1913-14, about l/6th 
in 1915-20, about l/7th in 1921-30 and 1/lOth in 1931-34. 
Bank4 with paid-up capital of Rs. 50,000 and less no doubt 
constitute the bulk of the problem of bank failures. The 
f&ilures of those in the class immediately above this forms 
a^ a substantial though fortunately declining proportion 
of the whole. 


Since capital and reserve constitute the guarantee fund 
to the creditors of banks, it is logical that the fund should 
bear some proportion to the liabilities of banks. The fixing 
of a minimum does not satisfy this logical test although it 
eliminates many doubtful and obscure ventures. Some 
/ countries have met both these difficulties by prescribing 
the minimum according to the population of the place 
where a bank is intended to operate. While population is 
no doubt a good index generally to the banking potentiali- 
ties of a place, the criterion is obviously imsuited for 
countries in ‘which branch-banking is allowed without 
restriction. We have had occasion already to notice how 
in India many' banks with smsdl resources of their own in- 
dulge in the cs'eation of branches which cannot be justi- 
fied by any canons of prudence or sound banking practice. 
It would not be feasible either to prescribe any definite 
propcotion between their capital and reserves and their 
liabilities. In an ea];jlier chapter. We have analysed how 
this« proportion, is influenced by factors outside as well as 
Within the control of banks and by factors some of which 
d^l^temporary in their incidence while others are more or 
lasspiermanent.^ Besides, even though a bai^ may decide 


• pd. ur-m. 
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to make changes in its capital structure, banks like alt 
other enterprises have to bide for opportune moments to 
appeal to the capital market. Perhaps, these were the 
difficulties which, in Spain, led to the conclusion that each 
bank should have its minimum .fixed according to its 
ciaH circumstances. 

■The Indian Companies (Am^idment) Act, 1936, requires 
that every banking company should, out of the declared 
profits of 'each year and before any dividend is declared, 
transfer a sum equivalent to not less than twenty per cent. . 
of such profits to the reserve fund until the amount of the 
s£dd fund is equal to the paid-up capital!. In other words, 
provision is made that banks with less than 1 lakh of own- 
ed resources should not exist in the future. The reserve 
fund must be invested in Government securities or kept on 
deposit in a special account in a scheduled bank.* 

It is but fair that a part at least of the profits shotild be 
used to increase the security of the creditors amd depositors 
who supply the bank the bulk of its resources. 20 per 
cent, of the net profits is by no means too large a proportion. 
In view of the all too common tendency to declare high 
dividends and raise the value of bank shares to fictitious 
levels, this clause may prove a very healthy influence on 
banking policies. Nevertheless, a lower percentage dur- 
ing the first ten years of a bank’s life with gradual in- 
creases every five years might have be^ a justifiable con- 
cession in favour of new banks. 

Concentration of banking resources ii^ a few banks con- 
tributes materially to the stability of a banking system.t 
In Tndin, as we have noticed, banks have grown in size less 
by the process of amalgamation aihd more by creation of 
branches. This unrestricted fireedwn^to create branches 
however brings with it its own special evils which reqqj^e 
to be carefully inquired into and fimily desdt with. There- 
can be little doubt that branch baxiking appeefls to tasyjt 
disreputable concerns as a mere device to collect resoiqp^k 

• See277ic. 
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bac^w^ Irldces are particularly exposed te this 
Idhd of exploitation.* It is also to be feared that Indian 
not yet developed an efficient technique c$‘ 
naming bank branches. This efficiency of technique re^ 
on a four-fold basis — ^recruitment and training of qualified 
staff, a strict system of audit and inspection, adequate dis- 
cretion to the local manager combined with a proper de- 
gree of regulation from the headquarters,* and finally, close 
contact and interchange of views and information between 
tiie local branch and businessmen. On every one of these 
points, Indian banks have yet to prove their capacity to 
aidapt themselves in an original way to Indian conditions 
and limitations. *- 


Till India reaches its maximum growth in banking faci- 
lities, some restrictions on the freedom to create branches 
seem unavoidable. The minimum conditions as to paid-up 
* 'capital and reserves prescribed by the law of 1936 may by 
themselves act as a check on this evil. Our earlier analysis 
however has established how difficult it is to define or 
assure ratios of capital and reserves to deposit liabilities 
vfiiich can operate effectively in different places and at 
different times.! It has been sometimes suggested or pro- 
posed that branches in the bigger places should be under 
an obligattion to conform to certain special requirements as 
to capital. In other words, it is proposed to abandon the 
present principle of uniform minimum capital for the 
country as a whole and to introduce for the benefit of cer- 
tain places the principle of wealth of the area of operation 
as the basis of capital requirements. It is arguable against 
this that {HTOtection is more required for the .smaller and 
mor§ obscure places than t<x big cities which always omi- 
tain banks of ^eat repute. The proposal is besides a 
d^iiai by implicaticgi of the existence of business in tbe 


'•x-.Cfc — 


"t X'lCf* mwfymm of the Uv hriuioheB of German hanki before the erleis of 1000 

hlolily tfolned; tlMyiSm ioally manacera A not Jiut *derks*. Incidentally, thia waa aNo 
n/ted in their rmiinaratibn ndiioh waa eertalnly far above that of a manager of a branch 
BrHIdKiMudu . teat with the control board in Berlin 

‘ mi way. tiiib: bad ^become unwieldy. The mauaaere in Berlin woce 

T^riitiiwr n >li irirt •T1- 4Tf«r“* 1.— ctf conaBiMf «i( 
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" ^lugger ptaces suitable only to smaSl banks. A nusre 
. -ai^ certainly more effective alternative would be to 
■ bit the expansion of individual banks to such an extoat lbat 
the average of resources per office falls below a CB^tabl 
minimum. It may be recalled that this average for Indi&t 


banks of class A and B was about 7.7 lakhs in 1936. When 
the big seven banks were not taken into account, the aver* 
age fell to about 3| lakhs.* It should be no hardship for 
our banks which are required in future to show ai minimiun 
■capital and reserve of Rs. 1 lakh, to have to produce at 
least a minimum of 3 lakhs per office on the average a§ 
proof of the confidence commanded by them. 


A more difficult question relates to wasteful competition. 
It is probable that much of the recent branch extension is 
in the nature of a struggle among bigger banks not to be 
out-distanced by each other. In such competition lowers 
ultimately the cost of borrowing to the public, trade and 
industry are no doubt benefitted. But very frequently, the 
‘ cost 6f uneconomic competition is transferred to the public 
in the shape of lower deposit-rates and higher cost of 
borrowAig. It is more than likely that some of the bigger 
financial centres are overcrowded with bank-branches and 
that in other places, indiscriminaite competition has under- 
mined the position of certain old and well-established 
concerns. 


Within broad' limits, populatipn should be a simple and 
inteUigible index to the banking potentialities of a place. 
If a greater degree of exactness were desired, the index 
could be adjusted so as to discriminate between places 
which are mafinly industrial and possess a truly urban 
chairacter and those which are mainly markets for agricul- 
tural produce and on that account retain a predominantly 
rural diaracter. A little intensive investigation shpuld^be 
aufficient to fix appr<:q)riate ratios of population per branch | 
foom which departure should be permitted only under ep^ 
«^^onai conditions. It is nabiral to think of Ibe 

„ V: • sit Chapter 11. 


^410 MDDEIttr BAMKma m-UlDIA * 

Bank«s the {Jlroper agmt for the regulalSon of 
Uiese lines. When applications for licenses to 0f>^ 
branches exceed the maximum fixed by the popula^oh 
ratio, inrefer^ice diould as a rule be given to thdee . 

wtiich show a large volume of resources per office. . As fcnr 
.exchange banks and foreign banks generally, their inif 
hamp^ed extension into the interior has been detrimental 
to national interests and their further encroachments must 
be prohibited by law. The small economy oi^ finandng^ 

. movements of goods from the interior to the ports and 
j^om the ports to their destinations abroad as a single train*^ 
section is nothing as compared with the greatest of all eco» 
nomies — ^the creation of a truly national banking system.* 


A grave defect of Indian banks at present is the unsatis- 
factory way in which bank staffs are generally recrujLtbd,. 
the unsatisfactory facilities offered for training and self- 
improvement and the unsatisfactory incentives -held out to' 
industry and ability. It is not possible to overstate the 
grave implications of this situation for the future of Indian 
banking. If the creation of a sense of national pride and 
confidence in our banks is our objective, nothing will 
achieve it more quickly than a well-founded public convic- 
tion that system and standards and not arbitrariness and 
disregard of merit and qualifications weigh in the selection 
and promotion of our bank personnel. The time has aniv- . 
ed wh^ service in a bank should carry with it the same 


* The proposed Banking Companies Act, 1M5, prescribes a minimum capital and r e s e rve 
Rs. 310 lakhs for a bank operating outside the province of itorigin ; a minimum of Rs. 5 latts 
Ibr a branrii in Bombay or Calcutta ; a minimum of Rs. 2 lidchs in respect of eacb biahdi Ita a 
jdace with a population of a lakh or more ; and Anally a minimum of Rs. f 0.000 in respect of 
every other Dsancth. The aggregate paid-up capital and reserve requirements are snbjeet 
to a minimum of one lakh and a maximum of 00 lakhs. 


It Is dear that the Act does not inhiUt the existence of small banks outside the Vufit 
towns. But It raises two questions. Do bigger places in whidi big banks are as a rule well, 
■equlre proteotion against small or less known banks ? Or, altematdy* doefe 
small bonks into bigger places bring them additional temptations dr rUks 


M tree If oonAned to smaller places? It will not also do to forgol^that the ’ 
1 tnules of big places have as ihdr unavoidable ooncommitant inpumcrable in 


1 trades of 
Ban trades 


lave as thdr unavoidable ooncommitant ii 
is are not generally catered for by the b 


11 ^ places gre aa a'-nile only depodt-coUeoling centres and big f 
d not the esdutlon of small haidciers from bigger places iBauaj,4 
and dsKudde aiiMBts? Or if agrimilture is deemed to ollhr m 
f ldnd»» wouUl tidt this onsliieicm mean liaritation of ,oppofttiiiitj 
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stiil^ity, Assured prospects and fair deal as seiS 
a State Department. In the matter of initial re> 
ctuitln^t at least, the Reserve Bank and the scheduled 

* banks could and should take the lead to devise in co^opera* 

, tion a common machinery on the lines of Public Sexvice^ 

Commission. While shareholders may well claim their 
profits and the directors their power over the management 
of banks, the public who contribute the bulk of the work- 
ing resource^ may well insist on employment in banks be- 
ing dealt with as a public concern. 

Not less important than original recrmtment is the ques- 
tion of selection for higher and more responsible posts. It 
is to jie feared thlit the present organisation of our bank 
staffs creates a pressure of vested interests which does not 
allow any distinction to be made between abilities suited 
for routine and clerical work and ability required for 
directive and responsible work. The most practical escape 
from this corroding and intolerable situation would be to 
make a triple division of banking services, to prescribe suit- 
able minimum qualifications for each service and finally 
to institate corresponding examinations to ccmfer the 
requisite qualifications. ^ 

Management oi Banks 

> We have insisted in various places that certain special 
features of banking business justify safeguards in public 
interests which may not be so expedient in the case of 
joint-stock enterprise in ^neral. This argument has 
sometimes been extended to support a very strict regula- 
' tion of the internal, day to day management of a bank as 
well. Indeed, much recent legidation in many countries 
seems to suggest that law can take the place of that wisdom 
. whkdi according to Gilbert “implies ai due proportion of all 
faculties'* and that banking talent* ^hich according to 

• tbo authority “consists more in the union of a num- 
1^‘of qualities, not in themselves individually of a stril^ 

^ing character but rare only in their combination in 
'' person.** If to the already fnrmidftble list of Gilbert»^^ 




we iijdd cme i&ore virtiie, namely, honesty, the absurdity of 
-seeking in law a means to banking success and stability be- , 


comes at once self-evident. As a matter of fact, a ctose 
-examination of most of the aforesaid banking legv^tion 
*wiljl reveal that its object was more to allay panic and 
restore public confidence by means of a -visible gesture 
than to force any departures on actual banking practice. 
In -the case of India, certain special features of the situa- 
tion make such legislative interference highly inexpedient. 


It is true that legislation of this kind does not lack pre- 
cedent in this country. The various charters of the Pre- 
sidency Banks and the Imperial Bank of India furnish 
examples of regulation on almost ever^ conceivable^ point' 
—cash ratios, period and currency of loans, interest-rates, 
security, limits on individual loans, etc. But it must be 
borne in mind that these restrictions had one specific ob- 
ject in -view— the safety of public funds which also consti- 
tuted the compensation for the restrictions. Banking and 
financial needs of the whole country are however incapable 
of definition with reference to a single objective and could 
not for that reason be fitted into the framework of a gene- 
ral lavl^. 


Banks in India disclose highly regional and individual 
^ chairacteristics. According as they are regional or country- 
wide, their liabilities and assets show different composition 
and bear tiie mark of the specialised services they are per- 
fcmming. Besides, still on the threshold of our banking 
de-velopment, we have yet to evolve a type of bank or 
banking system which really answers the special needs and 
circumstance of the country. In countries like Germany, 
■legi^tion Was comparatively easier and harmless as banks 
had alr^dy reached their full banking development and 
> wefe dis^hgwshed >by a certain degree of homogeneity. 
Bvei if the^ diSculties were absent^ it is difficult to con- > 
ceivc hoAr l|iw.efuil^ p the large degree of cyclical ,|a^ 
>M>cniilarVadaQ^ baye alreajdy renuu-ked 

ea^her The inflation of war years, the 







plgh interest-rates and reviving trade of post>war yean^ 
dramatic fall of interest<-rates and stagnation of tandd 
V letter the crisis of 1929-30— these caused such 
changes in the cash ratios, investment p<^cies, volume of 
loans, etc. of banks that it is difficult to make out how law 
could with them. Legislation must either prove* 
futile or invite the very evils and disaster which it is in- 
tended to forestall.* 


Our concern till now has been with the good manage- 
ment and stability of banks which are in operation. The 
special difficulties arising out of legal and administrative 
procedure concerning banks which suspend payment &re 
not less numerous, vexatious and from the standpoint of 
public weal, less hrgent. Some of these difficulties have 
been already discussed by us in the course of our study. 
Liquidation of banks and disbursement of dividends to 
creditors engross as a rule not less than ten years and in 
some case, much longer periods even have been recorded. 
Although facilities for reconstruction are defined in law, 
practical difficulties almost always frustrate such efforts. 
In many cases, indeed, such schemes of reconstruction are 
mere deWces either to secure a continued lease of life for 
abuse of public confidence or to evade legal consequences, 
which await a public investigation incidental to compul- 
sory winding-up. Proposals for voluntary winding-up or 
even amalgamations are more often than not inspired by 
similar motives. The recent banking crisis in South India 
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The propofied Banking Companlea Act, 1945, prewuribea that bankfl muet maintain a 
minimum of 25 per cent (instead of 80 per cent as in the Draft Bank Bill) of mir iM 
demand liabilities in the form of cash or trustee securities as defined in the t^ust 

exdudhig immovable property. In practice, 50 per cent, of the seourltifta so held sbowjM 
securities maturing in 10 years. This minimum reserve is not to be used as a ycurt ty mr 
advances except when the Government after considering recommendations of the Beserve 
Bank to suspend the operation of the Act for limited periods, either generally or with r egwen ee 
to a parUoular bank or banks may allow the Reserve B a nk to advance against this mlnimoni 
reserve to tide over a crisis. 

Oat or 40 Indtan MbediiM bojak^ . "■j” ^*** SSriSSiSS 

moDortion saaeested above In these liquid assets. It Is noteworthy that even tae Timvmcoie 

exhibited the required proportion. In the caee of sBssjjhaaiiMt however, the proposed^measuins 
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asa to tiift lowost nnssihir in order to pmlte. The s _ ^ 

UgSuAount to the oMotkm oriupMaMrtoc fla id faiodJttto to th e cop^ fgj/ggT ?."* * 
SSSrSt piioe or eiWeb ia the cMe oT OMUp tmOL bmOa will be ledoeed dfvidende to 
rimthoMen. 
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* has raised another acute difficulty— -conflict of jurisdictton 
between Britisdi India and Native State authorities and the 
dlanjg^ of loss of protecti<m by one of the parties to the 
unfw advantage of the other.* It is clear that a rehaul 
of the law to suppress these evils cannot be deferred long.t 

•i 
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^ * liia pfopoaed Baaldng Companies Act, 1P45> prescribes that banks incorporated else- 

where tbfiii in Britlrii India and the United Kingdom riiall keep with the Reserve Bank cash 
.or uneneambered securities equivalent to the minimum paid-up Capital required under the 
Act and that every bank in India shall have on the dosing workhig day of the year assets in 
BHtUh India equivalent to 75 per cent of^tlme and demand liabilities. 

t The proposed Banking Companies Act, 1946, proposes to ded with these questions in 
this manner: Inahllity to pay is defined as rdating to two working days in a place where the 
Beseorsp Bank has gn office and four working days msewheie. On an invesligauon and Ihvour- 
aUa report to that ellbet, or even without regmrt If neoessary, the court may grant a moratorium 
not *«;**Mi<**"g tteee months or may stay a windinggip order when arrangements are made 
payhm-up the deposltois iBfdl. No voluntary winding up Is to be allowed unless the bank 
- is able to pi^ its dipoiltors in full immediately. Otherwise, the court ia bound to pass orders 
' foe wiadbeg up Whtai a bank is unable to pay. No meeting of orediton etb. need be calledl 
'when it tmaldmeiui mere emiense or delay. To avoid the high cost of liquidation, the Re se rva 
Bank Is to be focogniied as me liquidator In all oaces of banks. The liquidator is to make the 

houiu at wrhfeh an 

niay be deiteed and need not be hdd upm me sake of tiie statement from the offiee 



CHAPTER XI ^ 

THE LONG-TERM CAPITAL MARKET 

Even if banks attracted nothing but temporary savings^f 
the public and placed thon in nothing but genuine short- 
term investments, their influence on the long-term capital 
market would not be less real or less then considerable.* 
As a mater of fact, however, their contacts with this mar- 
ket are in certain ways quite direct and, in the aggregate, 
as decisive as those of other similar institutions. In the 
first place, banks have their long-term investments, changes 
in the volume and character of which are important factors 
bearing on the course of interest rates. Secondly in diffe- 
rent banking systems, fixed deposits tend to be either a 
larger or smaller proportion of total deposits and run either 
into longer or shorter periods. In this country for exam- 
ple, fixed deposits form a larger proportion and cover lon- 
ger periods of time than in England or the United States. 
If the banking system itself holds a larger proportion of 
the lon^ term savings of a coimtry, it is obvious that its in- 
fluence over long and short rates 'is proportionately en- 
hanced. Thirdly, when banks offer their advice and ser- 
vices for security dealings or place their funds at the dis- 
posal of industry in anticipation of public investments 
later, or themselves embark their funds on such ventures, 
they become an important agency in the working of this 
market. Finally, with the creation of a Central bank, an 
instrument is forged by means of which the long rate dm 
be controlled almost as directly and as decisively as short 
rates. 

V ■ 

The basic problems of long-term investment sure two. ' In 
the first place, there is the problem bf aggregate invest* 
rment which should be such that it corresponds to the dfvt- 
■sion of Iheir incomes by consumes between saving a^ 

• Pp. 64.5 ; 84^. 



■■■ ; 'MOTibr BAICBZNO ;m imdia ' 

■ i> ■ ' ■ ■ ■ ■ ■ " ■ 

^ i&vestment. In the second place investment should ilbvr 
^ into different lines of {production in accordance with the 
index e>r profitability as given by the consumers* demaiul. 
As the first probl^ is g^eraUy believed to be one of 
mcmetary management, it is properly held to be within the 
sphere wd constitutes the res{)onsibility of the bsmking 
Syetem. As for the second great task of the investment 
market, the res{>onsibility is at present shared by different 
agencies in different ways. Among them, the stock ex- 
chsuiges are looked on as the main mechanism developed 
by the capitalist system. The promoter and tmderwriter, 
the |>anks and issue-houses act as auxiliaries or supplemen- 
tary aids to the stock exchanges. 


I 

STOCK EXCHANGES IN INDIAf 
Legal Status 

Originally, stock exchanges were mere voluntary asso- 
ciations largely for the purpose of regulating fees and 
charges. It was not till after great lapse of time, that 
these associations recognised that they owed certain res- 
{>onsibilities towards the public. In the case of more recent 
bodies, which lacked experience and tradition to keep them 
in the straight path, law has had to jst^ in as a substitute 
for that experience and tradition. 

The London Stock Exchange is perhaps the only example 
to(hiy of an autonomous exchange unfettered by any out- 
side restrictions. But the history of ‘‘Britain’s Bourse for 
stock jobbing and securities” goes back to the days of 
^l^een Elizabeth who herself inaugurated it amidst great 
pomp and {>atriotic fervour. Even today, the London Stock 
Exchange has no legal mcmopoly of its business. The 
growth of Exchanges out^de London in more recent times 
has iiideed tended t6 create some acute problems for ^e 
^jparent body. 

Nev^ York ^tock Ebcchange was for a long time a 
v^tulUuy b<^y till in 1933 financial and banking ccfilapsie 


j fftniMai attentlQii U fn^tad to the anllKHr*ff 
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I and public damouir compelled the Ck>vmmm^i to hQ|K|se - 

V on it statutory regulation and registration, TheCdn^^as^e 
des Agents de Oiange of Paris is a privileged body created 
as such by law but Government tacitly 45lerates breach*^ of 
its monopoly. The Berlin Stock £b^ange was subject to^ 
dual control, firstly by the Imperial laws of 1896 and 1908* > 
and secondly by the Chambers of Commerce and State 
Departments. 

Business in stocks and shares in Bcmibay sppears to have 
begun quit# long ago. Six brokers are reported as doing 
this business between 1840 and 1850. By 1860, the ev|i of 
the American Civil War, they had increased to 60. Among 
them was one Pj^emchand Roychand wh<»n subsequent 
events were to link in an immortal manner with the finan. 


cial history of the City of Bombay. The American Civil 
War brought great wealth to this cotton exporting port, 
wealth led to wild^cat enterprises and ignorant or fraudu> 
lent speculation, speculation attracted more members to the 
business of stocks and shares — ^to the tune of 200 to 250. 
The inevitable losses, insolvencies, exposures of fraud and 
cupidity do not seem to have diminished the attractiveness 
of the profession itself which reached a membership of 300 
in 1877. 


The formal creation of an association had however to 
wait till 1887.* In that year, the Bombay 'Stock Exchange 
as it is popularly known took its birth as “Native Share 
and Stock Brokers Association.” The name selected caused 
some difficulties. The members of the association have 
never been brokers pure and simple. The inclusion of the 
word “native” gave offence to patriotic sentiment and in 
the rules of 1938 was discreetly omitted.. 


Meiiibership of Stock Exchange 
i^ditions attached to the membe^ip of a stock ex-^ 
ch^ge flow naturally from the func^ons wMch' such ^ 

* An infinmial wr******U* was in cn isUnos f^rom Smut 187S.. Thet fya tog 
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^ insl^tutioii is meant to fulfil. These functions may be 
broadly distinguished und^ two heads. When a member 
acts as a broker to the public, he undertakes (i) to buy the 
scrip concerned at the lowest price or sell it at the highest 
j>nce obtainable, (ii) to offer his expert advice and guid« 
ance in maliers of investment, according to the temper and 
inclinations of his clients, and (iii) to establish and main- 
tain more or less permanent relations with his clients and 
their families as their ever-present well-wisher and guide 
in matters financial. It is clear that this fimction calls not 
only for a high standard of skill and experience but what 
is mbst difficult to find, a high standard of honoiir and cha- 
racter as welL In the absence of these qualities, the in- 
dividual with surplus income must hold* back in distrust 
and prefer less economic forms of investment with great 
loss or waste of national savings. Every practical precau- 
tion has therefore to be taken to place the broker above 
temptation in the discharge of his proper duties. Two ob- 
vious principles suggest themselves. The broker’s remune- 
ration should be so defined that firstly, it should be inde- 
'pendent of the price of the scrip which he buys or sells for 
his client and secondly he should have no personal interest 
in the scrip bought or sold. The first point is met if the 
broker’s scale of remuneration is fixed from time to time 
with reference to particular scrips or classes of scrips ac- 
cording to the status and prevailing values of the scrips. 
The second point relates to, the second main function of 
the stock exdiange. When a member of the exchange acts 
as a jobber i.e. buys scrips on his own accoimt or sell scrips 
out of his own stock, he is acting just like a dealer in ordin- 
ary commodities. His willingness to buy and sell at all 
times makes the supplies of the. market more regular and 
makw periodic revisions of judgment possible. Since buy- 
ing and sd[ling are^continuous, the jobber does not hold 
sttyks with a view to speculate on likely price-changes. 
He looks for his profit and rmxtuneration to the difference 
betwemi his selling prices and his skill lies in 

kei^^g stodc from time to time just sufficient for the needs 
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of the market and making his selections in such a way 'Uiat 
fluctuations in the values of some are balanced by ciuhter^ 
fluctuations in the values of others. 

In the enrolment of members, the existing practices of 
leading stock exchanges vary much in the emphasis they 
lay on position in business, financial guarantee, technical 
qualifications, etc. The oldest of them, London, r^es 
chiefly on personal introduction or membership of a reput- 
able stock exchange firm. New York is satisfied chiefly . 
with the fiflancial guarantee and status implied in the pur- 
chase of the seat. The Parquet in Paris requires ovez; and 
above purchase of a seat, firstly, a large contribution to the 
general guarantee fund and readiness to respond to further 
assessment on the same account and, secondly, proved 
knowledge of business, law or banking. 

Admission to the Bombay Stock Bxchange is preceded by 
an inquiry into character by the managing committee and • 
has to be supported by two existing members. By a rule 
which has been in existence from about 1927, a member is 
not permitted to deal with any non-member share or stock 
broker j^thin a radius of 50 miles from Bombay. The 
obvious object is to prevent' or discourage the growth of 
unauthorised business in this line. 

The price of an admission card was originally fixed at 
Rs. 51 only but was raised subsequently to Rs. 1000. By 
1909, the price of a card reached Rs. 2500 and after the 
outbreak of World War I to Rs. 7,000 in 1917. During the 
great speculation waves which followed, a card was record- 
ed to have fetched as high a price as Rs. 40,000. Before the 
outbreak of World War II, the value of a card was placed 
at about Rs. 7,000 but has since mounted up to Rs. M to 50 
It is clear from this that the financial guarantee 
implied in the possession of a card fluctuates much from 
to time. Indeed the record of re^t defaults prc^ 
most of the defaulters lacked the flnandal sta^ ■ 
sirable in a member of a stock exdiange like that ci Bam- 
t»y. Of 28 defaults which occurred from 1927 to 



^isM^ts had to be forfeited in Hie case of 11 because the de- 
£aultar% could not make good the loss sustained by mem- 
bers even though it ranged much below Rs. 50,000. Foiu* 
other defaulters could pay only 6i to lOf annas in the rupee 
al1|iough the loss at stake was on the same scale.* To 

. assure a better safeguard against defaults, the proposal has 
been made that in addition to the purchase of a card, the 
new member should produce two sureties or make a de- 
posit of Rs. 30,000 for a period of 2 years. It may be a better 
'alternative to create a guarantee fund to whiclr all mem- 
bers have to contribute and to which further assessment 
may be made in case of need. The fear that other mem- 
b^s' may have to bear the consequences of the reckless- 
ness of less worthy members will tend in the long run to 
great care in initial admission and the creation of a power- 
ful opinion among the members themselves? against un- 
desirable practices and forms of dealings.f 

A member of the Bombay Stock Exchange must not 
ei^age as principal or employee in any other business. It 
would be otherwise very difficult for the public or for his 
brother members to judge his credit-worthiness or his 
financial position at any particular time. This restriction has 
been unfortunately felt as a grievance by many business- 
men who are anxious to add stock exchange business to 
their other existing lines. The new institution, the Indian 
Stock RKchange, is the outcome of this desire. 

Till 1938, an admission card to the Stock Exchange was 
treated very much as an invitation card to an Indian 
wedding. Cousins, nephews and other relatives were held 
entitled to admission over and above authorised clerks. 
Henceforward^ only sons of brokers and authorised clerks 
will be allow^ to ^ter. 

S|Ai^b:irokers 

' addition to m^n^rs, we have the institution of sub- 
bro^eie or reimi^ers. Atlay report described them as 
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mere unauthorised tipsters and touts who mii^ted the 
by their irresponsible canvassing and added to the deronia- 
lisation. Hieir status is now proposed to be regularWd by 
requiring them to sever their connection with any oth«r 
lines of business and to deposit Rs. 5000 on re^^tion. 
Tbe amount may be confiscated for reasons for whiclT^ 
member is liable to be expelled and his ticket confisoated. 
No limit is proposed on their niunber. But they must pay 
an annual subscription of Rs. 100 and when leaving one 
broker for, another, must produce a clearance certificate. 


The 1938 rule limits strictly the number of authorised 
clerks allowed to each broker. It is doubtful whether any- 
thing short of abolition of this element will eradicate some 
of the notorious evils associated with their activities. 


Till almost 1938, a piquant feature of the general dismder 
and confusion of the Stock Exchange used to be the pre- 
sence of hawkers, beggars and naturally raough, pick- 
pockets also. The Atlay Committee discovered even 
minors speculating on the floor of the Exchange. The diffi- 
culty, if not the impossibility of admission to the central 
floor p| the London Stock Exchange is a queer contrast to 
the informality and even charitableness of the Bombay 
City. This evil has fortunately disappeared recently. 

There were about 6 brokers in 1840-50.' By 1860, there 
began to assemble, no doubt under the famous bunyan tree 
near the University tower, as many as 60 imder the leader- 
ship of Premchand Roychand, The hectic speculation of 
American Civil War raised the number to about 200 to 250, 
many of whom were “broke” by the clo£« of the war. The 
membership was 300 in 1877 and 478 iili 1921. But of ‘these, 
only 225 to 250 were active* when the Atlay Report was 
made in 1924. At present the membership is about the 
saywe — ^the members on the active list being about 200. 

If member^ip is any index to^ toe size of an exchange, 
we may contrast this figure with toe maximum member-' 
ship of 4,000 in London and 14P0 ih New Yc^ /ni^Parr; 


^quet in Paris has a jealously limited membership of (mfy 

70 while the intruder Coulisse has about 100.* 

■ « ' 

Classification, of Members 

When a memb^ acts as a broker, he is working as an 
a^hnt of* the public. He becomes a principal towards his 
customer when he acts as a jobber. These two essential 
functions of an orderly and trusted stock exchange raise 
difficulties when the same member is allowed to act in 
these dual capacities. The conflict of interest and the 
strain on honesty are obvious and the extent to which they 
are resolved is a measure of the smoothness, reliability and 
effectiveness of the investment market of a coimtry. 

London has met this difficulty by a cl4ar s^aration of 
brokers and jobbers.t As a matter of convenience, a broker 
who receives similar orders from two customers is allowed 
to cross them but then he miay charge one commission only. 
Besides, as brokers frequently under^te issues and con- 
sequently hold quantities of scrips they are also allowed 
to sell on their own account. But, in such circumstances, 
the brokers are expected to declare the fact to their custo- 
mers and are not allowed to charge any broker’s commis^ 
sion. New York has similar classes Of brokers or commis- 
sion houses, specialists or specialist dealers but as there are 
more varieties of members, the distinction is very much 
blurred in practice. In Paris, the Parquet deals only with 
the public as brokers but m^bers of the Coulisse are 
allowed to trade among themselves also. 


In Bombay, a member is allowed to work both as broker 
and dealer. TTiere is little doubt that this double capacity 
has been title soured of much abuse of public confidence 
or at least public su^icion. It is not easy, however, to frame 
effective remedies. A separation^ of brokers and jobbers 
such as prevails in London depends for its efficacy largely 
on traditions of the profession. Collusion between brokers 


* SMUte, Me IMMiote Chmttec XI. 
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p and jobbms is always possible and a sqparatkai forced im * 
the memb^s from outside' is most likety to be indexed 
nugatory by such practices. It has sometimes been stiggest> 
ed, as another argument against sepavatioot that the 
volume of business is not sufficient to jusUfy such a step.*' 
The argument lacks clearness. Since separation cannot ^ 
duce the present voliime of business, the members could 
not be affected in that maimer by such a measure. For 
every broker’s transaction, there must exist as its counter* 
part a John’s transaction and unless losses on one part 
are sought to be covered by manipulations of the other 
part of the transaction, there is no reason why mem- 
bers should not be willing to enrol ffimnseilves for 
prescribed periods either as brokers or dealers. It might 
be conceded, however, that as the aggregate of scrips listed 
is less than 150 as against the enormous numbers appearing 
on the lists of London and Paris, specialisation does not 
offer here any proportionate advantage. Besides, another 
difficulty lies in the fact that the jobber’s trade presupposes 
a large amount of capital and some capacity fen* undertak- 
ing risks which appear to be lacking in our present mem- 
bership! 

In the absence of such separation, other remedies tending 
in the same direction have to be sought. In the first place, 
lists of members should be drawn up to distinguish such of 
them as are willing to act only in one capacity from others 
who wish to adhere to the old practice. In any case, it 
should be presumed that in every transaction, a member 
first declares the capacity in which he is acting towards his 
client. In the second place, the contract note arising out 
of each transaction should specify the capacity in which he 
is acting. Till now, we have had <mly one form con- 
tract note, the principal’s contract note. A contract 
note, whether principal’s or agent)^, should give all 
details which explain the diaracter of the tranga^ 
tion. The name and quantity of scrip dealt ip, tM; 
rates of purchase and sale, the rate of brokerage charged 

* See »le tee foot-note Chapter XI. 4^ 



to mable each transaction to he 
sifted and judged, Idiould there be an occasion ior such a 
procedure. In the tiliird place, it has to be recognised diat 
tiiuch the great source of {resent evils is the uneconomic 
and unfair competition which prevails among members 
tllemselves’ for the available busing. The strict regula- 
tion of rates charged is the only cmiceivable check on such 
competition. Although minimum rates have been in vogue 
for a long time, it is to be feared that the levels .at which 
they are fixed are so low as to defeat their mein purpose. 
A revision has now been effected by the rules of 1938. More 
impoHant than fixing the rates is their proper enforcement, 
which raises inevitably questions about the independence, 
Impartiality and courage of the executfve of the Stock 
Exchange. 

Listing of Scrips 

The procedure and conditions of admission of scrips to 
stock exchange dealings are a very pivotal point in the 
technical organisation of these institutions. It may per- 
haps be thought strange that restrictions should be thought 
necessary for a stock exchange when they are not to be 
found in ordinary commodity markets. A little refiection 
should, however, show that there are some crucial diffe- 
rences between the two markets. In the first place, most 
commodities in ordinary markets are self-defined and easy 
to identify. In the case of scrips, frauds are far more easy. 
Even in the case of ordinary commodities, precautions have 
sometimes to be prescribed in order to ensure purity, qua- 
lity, etc. The usual practice of stock exchanges is to pres- 
' cribe a certain minimum period of existence before the 
scrip of a company is adn^tted'to official dealings. The 
mbu^um period is sufficient to prove whether the enter- 
prise, is seriotisly intended or is a-mere kite sent up by de- 
signing promoters, dtc. In the second place, most commo- 
dities are ai|ruQ.daht and world-wide in their supplies and 
what is mori4 Jhene is a I^ge scope for mutual subsihtu- 
iiom A unique commodity 
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I - fey itself and its suppli^ are more , or less rigidly ddBblefi * 
!nie essential condition of a free market, that a single iNti*' 
vidual or a few individuals should not be able to Scerdse 
a disproportionate influence on price, is very hard to satisfy 
unless proper precautions are enfcsrced from the very start. 
Stock exchanges seek to create such a tree market by ifti- 
pulating firstly that the company concerned should have a 
certain minimum of capital divided into shares of con- 
venient denominations and secondly that a. sufficient 
quantity o^ shares should be offered initially to the public 
at large. In order to assure the quality of the scrip, stock 
exchanges are not content with mere conformity to* the 
Company Law but demand many more details before ad- 
mission to the pfivileges of the exchanges. London main- 
tains two lists, one official and one supplementary, demand- 
ing much more information in the case of the former.* Of 
course, it must not be imgained that a stock exchange can 
or even presumes to sit in judgment on the nature of pros- 
pects of any individual enterprise. The assessment of the 
ultimate qualities and risks of each scrip is the proper func- 
tion of the investor which the stock exchange may facili- 
tate biift cannot itself assume. 


Till 1938, the Bombay Stock Exchange restricted admis- 
sion of securities by a rule that scrips registered outside 
the province of Bombay should not be put on its list. Be- 
sides, companies were required to take initiative in seeking 
admission of their scrips. The effect was a certain limita- 
tion on the volume of their business and a certain concen- 
tration on a few scrips. The rule regarding the main- 
tenance of a register in Bombay has now been widened to 
cover the whole country while the prohibition to deal in 
scrips applies now to those companies wily which have 
been positively debarred from admission. The application 
for admission may be made by the Co|ppany or by a mem- 
ber of the Exchange. The criteria of admission are 
nitude and importance” of a scrip and the offer exc^t iiii^ 
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unusual cases of at loast 50 per cent of the issue to . the 
public^ 

Cadi and Forward Lists 


Deals on the stock exchanges may be either time deals 
or cadi deals. Ordinarily, it should lie with the parties to 
the contract to decide whether it should be on a time or 
cash basis. Although time deals facilitate speculMion, pure 
and simple, they are no less a convenience to genuine in- 
vestors who may desire to avail themselves of particular, 
favourable opportunities for investment. The*practice of 
our stock exchange in regard to this matter is rather pecu- 
liar. It maintains two, separate lists for scrips for which 
cash and forward dealings are recognised. This places a 
•special responsibility on the management of the body and 
inevitably raises the question as regards the appropriate 
considerations to be taken account of in' placing a scrip on 
either list. So far as the rules of our local exchange are 
concerned, with one exception which, we shall note pre- 
sently, they vest unfettered discretion in the management 
both for initial assignment to the lists and subsequent 
changes. 

Cash deailings have a natural tendency to be confined ta 
those who are genuine investors or at least have the means 
to hold the scrip for a long time. Since a regular stream 
of investment is hardly to be expected, fluctuations in the 
values of scrips which figure largely in cash transactions 
tend to take place in an abrupt or sporadic manner. Tiahe 
deals take place from day to day in terms of expected 
differences and as such appeal natmally to the speciHator. 
Since only a large volume can give adequate profits and 
income, they are apt to be undertaken very largely with 
bonowed^ money. According as expectations materialize 
or the opposed groups make their power f^t one way or 
the oHier, prices fluctuate very widely. On the other hand, 
it Inust be recognised that such speculative trading by* 
itself acts as a supj^rt to the. prices of scrips. A movement 
in one direcriqn cannot proceed very far before a contrary 
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ppinion develops and counteracts the movement. Eadh * 
level of values reached by a scrip tends to perpetuate itsi^ 
for at least a considerable time. In the case of cashVai^ 
on the other hand, the market may not be a continuoua 
one as judgments are revised only when investors turn 
up. The range within which values fluctuate is therefoA^ 
apt to be a wide one. 

This difference bet^veen scrips which are dealt in large^ 
on a time or cash basis explains the positive exclusive of 
bank share^from the forward list. Banks are quite imlike 
other joint-stock companies in that the r^ources with 
which they operate are withdrawable on demand. Fludtua- 
tions in the values of their shares are highly undesirable as 
likely to provoke* im warranted inferences and mass fears. 
Even in the absence of forward deals, bank managements 
have to keep a jealous eye on the values of their shares 
and many a time adopt policies as a concession to popular 
prejudices which strict prudence and long foresight would 
not approve. The shares of assurance companies and in 
a less accoimtable manner, the shares of railway com- 
panies also are placed entirely on the cash list. 

In l&sd, there were placed about 106 scrips on the cash 
list and about 31 on the forward list of the Bombay Stock 
Exchange. The 31 scrips on the forward list were made 
up of three Government securities, two electricity scrips, 
fifteen spinning and weaving scrips and eleven miscella- 
neous scrips. The only common quality of these scrips is 
the large interest which the public and particularly the 
specu^tors display in them. 

Peri^ of Settlement and Speculation 

The time interval over which a time deal is spread varies 
from oile stock exchange to another.* In London and the 
Parquet in Paris, ihe settlements, are fortni^tly. The 
buflc of transacti^s on the latter excluSige, hoVrever, takes 
place on a cash basis. On the Coulisse in Paris and *in 
settl^ente are monthly. On Hhe New York Ex- 
clumge, settlements used to take place every next day 
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; ,;t6 t}i6 crisis of 19^ but siuce thon the practice hag huyiTi 

Introduced of settling accounts every third day. 

■ * 

On Hie Bombay Stock Exchange, there are two settle- 
a month for dealings in Government securities awH 
nne settlement a month for all other forward deals. 

t ■ ■ 


The tifaie interval over which forward deals are permit- 
ted and settlements enforced has a certain limited signi- 
ficance for the tone and diaracter of a market. A long 
interval makes assessment of the future more difficult and 
gives irrational calculations much larger scope. A short 
. interval means an earlier payment of differences and badla 
charges and therefore an earlier inducement to revise judg- 
ments and, if necessary, to withdraw before the situation 
deteriorates much further. It might appear that this if a 
rather dubious advantage since transactions can always be 
carried over. But a little reflection will show that even with 
the facility of carrying over, the shorter interval still retains 
most of its advantage. Carrying over has its own automatic 
check in that it involves some cost as contango (ezrR' or ^ftcrr 
) or backwardation (^f- and shorter the period, 

the more certain is the incidence of these costs. It is of 
course true that mere imprudence or recklessness cannot be 
remedied in this nuuiner. But this is no argument against 
improvements devised to diminish defaults arising out. of 
honest mistakes or misfortunes. That a shortening of the 
interval is by itself incapable of moderating extreme fluc- 
tuations in values, speculation and wide-spread defaults is 
more than proved by the frequent experiences of the New 
York Exchange. 

i 

It has been sometimes suggested as a remedy for exces- 
sive speculati(m that forward dealings should be abolished 
4EIS in Calcutta. It sHould be clear however that what such 
a ‘step will suppress is not forward sales and purchases but 
cmly prgani:^ facilities for carrying them ov» from time 
to'time. So long as delivery can be postponed by mutual' 
agre^ent, such measures will have only one effect, ^e 
ereaHoh of irxsgular 
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Expenses which have to be incurred in time de^ of 
stocks and shares are also no mean factor in enbouraEinE 
or discouraging speculation. Movements in prices of certain 
scrips^ especially seasonal movements, can always be fore^ 
seen with a fair degree of accuracy. No advantage can 
however be taken of them since these movements are more 
than offset by incidental expenses of the transactions. It 
is a natural extension of the logic of this fact that where 
incidental expenses are heavy, speculation on narrow mar- 
gins of price fluctuations is effectively repressed. It has 
been suggested of the London Stock Exchange that one 
cause of less specidation there than in New York is that 
the incidence of brokerage, transfer fees, stamp duties, 
etc., is markedly heavier. From this standpoint, the prac- 
tice of blank transfers on the Bombay market must be 
counted as another factor making for speculation which 
has no social o]; economic purpose. 

The expenses which are involved in time deals are of 
two kinds. In the first place, there is brokerage which on 
the Bombay Stock Exchange is officially placed at half the 
ordinary scale. As a matter of fact, according to the size 
of the deal and the status of the client, the actual brokerage 
charged is much less so that if the budla is favotfrable, the 
payment of the brokerage still leaves appreciable profit to 
the operator from one settlement to another. Thus, while 
the carry-over brokerage may, act as a deterrent to small 
or occasional operators or speculators, it is no discourage- 
ment to the big operator and speculator. This is a very 
important cause of the unusual prolongation of over- 
bought or over-sold positions which is such a regular fea- 
ture of the Bombay market. 


The other expense which should incline one of the par- 
ties at least to close his position w the budla or co*- 
tango and backwardation. Ultimately, lke budla is only a 
penalty interest which the bull or the bear has to pay to 
the other party for carry-oVer. When bears have spW 
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^ i^ares than they can deliver at the settlem^t, the bulls 
have ^e chance to demand delivery and thus to force 
bears either to cover, which must raise the price agadnst 
themselves or to pay the budla at the level to which the 
^hnical situation of the market might raise it. The bear 
will clearly agree to pay the brokerage and the budla if he 
is convinced that forthcoming events must cause a faU of 
prices. Similarly, when bulls have bought more shares 
than they have resources to take delivery with, the bears 
get their chance to offer delivery and force the> bulls either 
to sell out i.e. pay the difference, which must cause a fall 
of prices against themselves or to pay the reverse budla. 
Of course the threat on the part of the bulls to take deli- 

C' 

very or on the part of the bears to offer delivery is apt 
to contain a large element of bluff, the bulls having no 
money to take up and bears having no scrip to deliver. 
But the fact that the actual position of the market has 
turned or has been manipulated in favour of bulls or bears^ 
and the party at disadvantage believes thaf circumstances 
must ultimately favour his view is the compelling force 
which fixes the level of the budlas. 

As a measure to curb War-time speculation, the Govern- 
ment made an attempt to suppress ihe forward market and 
its technical means — ^the budla. Experience should con- 
vince by now all observers of the futility of the attempt. 
Whtf e sellers and buyers are agreed and have a stat^ and 
reputation to maintain, prohibition of budla within the ring 
leads only to arrangements outside the ring. Secondly, 
irregular budlas outside deprive the market of a more or 
less reliable index to the technical situation as between 
sellers and buyers. Finally, it is an elementary principle 
of exchange value that fewer and more ill-balanced the 
buyers and seDen^ the larger is the number of possible 

. pc^ts of equiHbxium and greater the fluctuations in 
demaud and taipply. Because of their long and intimate 
experience of the market, the large fringe of the crowd 
whii^ speculates on differences is really an important 
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' .factor in wHening tbe multilateral basis of the market and * 
making values continuous and stable. , 


Aforgins and Speculation 


It is the practice in certain stock exchanges to enforce 
margins from customers. The prime object of such margUfs 
is to protect the broker from losses since his is the ultimate 
responsibility in case of default by the customer. There 
are no margin deals on an organised basis in London. The 
tradition tl^re has been to depend very largely on the 
per^nal knowledge of the customer. Margins are availed 
of very freely on the New York Stock Exchange. On* the 
Parquet in Paris, margins of 20 and 30 per cent, are pre- 
scribed according to the character of the scrip and the 
broker may enhance the margins in case of need. There is 
no practice of margins on the Bombay Stock Exchange. 
The Atlay Report described it as undesirable but the Mor-, 
rison Report has suggested its adoption. 


The main effect of a system of margins on the outside 
public is to repel persons with inadequate resources from 
stock exchange deals or to prevent them from assuming 
burdens l>ut of proportion to their means. The justification 
of its adoption must naturally depend on the extent to 
which such persons are accustomed to participate in such 
adventurous speculation. It has been claimed on behalf of 
the Exchange that cases of this nature are very few and far 
between. It is not improbable that there is some substance 
in this claim. Members of the Stock Exchange cannot be 
interested in assiuning financial responsibilities for such 
clientele. Wh«i, however, those who oppose margins ad- 
duce the further reason that their adoption must eventually 
create, irregular and illegitimate markets outside the stock 
exchange, they involve themselves in an obvious contra- 
dictimi. If men who engage in time deg Is at present are as 
a rule inen of resources, ffie demand tor margins should ^ot 
have any such ^ect as is feared. If irregular and ille^ti- 
mate markets do emerge, it will be only because even at 
jvesent there is a Urge number of finandaUy vieak p y tke 
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^ Wiio ]piEU!ticipate in this activity. If the adoption of margins 
4oes ie;$id to thiis result, the situation will be on a par with 
those which exist on accoimt of the prohibition of betting, 
gambling, etc., and ^K)uld have to be dealt with in an iden-^ 
ti^ manner. The real difficulty will be the effective en- 
forcement of such margins since they can be easily eluded 
^y ihutual collusion or by the broker himself furnishing. 
Ihe required funds at a price. The innovation could be- 
given a trial for an initial period of ten years and then 
finally disposed of in the light of actual experierice. 


nices on Stock Exchanges 

It is genefally presumed that the objective expression of 
the existence of a single market in a comihodity is uniform 
price. As a matter of fact, uniform price for a commodity 
is an ideal to which actual conditions rarely show even an 
approximation. The ideal price when analysed really 
resolves itself into a number of objective conditions which 
may be briefly stated as a high degree of standardisation of ' 
the commodity dealt in, a high degree of concentration in- 
time and place, a relative insignificance of the influence 
which any individual or a coterie of individuals can exert 
on price. ; 


The stock exchange as a market in titles to capital is 
distinguished by certain features which seem to run counter 
to these Conditions. On the supply side, each scrip, is no 
doubt a highly standardised commodity by itself. But, at 
the same time, each scrip is unique by itself and cannot 
take the place of another. It would hardly be an exaggera- 
tion to say that from the standpoint of aggregate supply, 
there are as many markets in a stock exchange as there- 
are strips and securities traded in. This has a very impeur- 
taht ^ect cm daily dealings and therefore on dmly prices. 

to buy and seSl any scrip are as ai rule qmradic and 
seperSted by hiti^ate of time. Continuoqs Variations in 


sppplyi demand and prices such as make for stabilisation 

found' -in-" a. stock exihan^ 



titicei place dn all 



.1^# ' . % THE itftBSXSP ' 

i-«'' ; ■ ' ^:" 

f tta^diangw us a separate bargain, which results hat reascnis • 
given above in its own i^ecial price. Ihis creates the 
• pn*lem of recording daily prices in such a manner as to 
make than intelligible and useful as indicators. In 
^ London, prices are marked individually while for listed 
securities, the closing prices of the last half an hour a& 
published. Paris quotes prices in the order of actual deals 
while dealings for account have their first and last and 
theij^ highest and lowest prices only published. It is clear 
that such records are bound to be too inadequate or too 
copious to indicate the prices at which the bulk of trans- 
actions takes place. » 

Fixed prices ar§ used only for carry over transactions in 
London. New York uses the opening price of the day for 
this purpose, which however, is frequently revised. Paris 
uses the average of actual prices. 

Berlin has made an original, profoimd and instructive 
effort to obviate the effects of lack of concentration in 
time to which all stock exchanges are subject. Each indi- 
vidual bargain does not take place at its own time and at 
its own price. All orders for sale or purchase have to be 
submitted in the first instance to official brokers. At the 
appointed time, the official brokers start to make bids and 
coimter bids and out of these, they frame regular sche- 
dules of demand, supply and prices. They are thus enabled 
to fix that unique equilibrium price at which according to 
the strict theory of competition the largest offers of sale 
coincide with the largest offers of purchase. It is clear 
that the system is justified only in so fv as accuracy in 
price fixing is attained. In the most favourable circomr 
stances, such an achievement presupposes an elaboration 
of technique and degree of intelligence which are not easy 
to secure. 

■ # ■ 

Levd of Values Generally * 

Day to day prices or cyclical trmds in vahies are in- 
toffigibto <mly as devuti^ firmn gataa conce t eribi le Jpto 

lf.YU ds 
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^ level ctf valtiis wtien eonsidered over nuere or le$s Iceiyf 

period|. Scrips- represent ultimately the fixed' assets or 
capital-ifoods and good-will of an ^terprise and it appears 
natural to jaemime that their prices follow the general 
mov^nents of prices. Yet, the assessment of appropriate 
values of scrips and the differences between them involve 
more complications than are present in the case of ordinary 
consumption goods. The subject may be analysed under 
three heads. x 

O 

(1) The profits or dividends of a concern or industry 
are the most obvious factor to be taken into accoimt. The 
assessment of their true meaning, — ^how far they represent 
the fundamental stability and soundness *^of a concern and 
how far they are merely fictitious is however not an easj'^ 
task. It calls for much experience and technical knowledge 
in interpretation. Extraneous factors like taxation, etc. 
have, also to be allowed for in degrees of varying nicety. 

(2) Any particular level of dividends or profits has a 
significance only in relation to the general level of divi- 
dends or profits. The best representative of this level is the 
long-term rate of interest on investments which are free 
from risks said therefore typify the productivity of capital 
^ general. It is cleSr that with a rising trend of long-term 
rate, the values of scrips will tend to be depressed and with 
a falling trcind, they will show a certain persistent buoy- 
ance. 

(3) All investment partakes more or less of the nature 

of a leap into the unknown hiture. Expectations of future 
profits are. for more important influence on 

Ibices than attraction of past profits. Hiese expecta- 
tions necessarily take account of *a bewildering number of 
.-factors— the potentialities of a particular concern, the pros- 
-pects of an industry in general, trends of currency and 
tanfidiig^poficleS)! trands* interest, rates, all political and 

jneicleii^ course of trade and 



industry. It is of course true that antte^^itim of the future* 


in this iMnse is inherent in every econonuc activity and in* 
deed in all details and spheres of htiman life. Yet» of lew 
other markets could it be said as of the stock market that 
speculation is the most outstanding influence in valuations 
and sometimes indeed in a degree which is little disim- 
guishable from gambling, pure and simple. 


It is natural that all the weaknesses of human psycho- 
logy in reap'd to the unknown should be exhibited in their 
raw and crude form in the field of investment. Paradoxi- 
cally, our so-called forecast of the future is but a projec- 
tion of our present experiences and moods and it is not sur- 
prising that our* pre-occupation with the incidents of the 
living present however trivial and iiisignificant in them- 
selves, should throw out of perspective our view of the 
future.* Fear and hope, perhaps fear more than hope, ori- 
ginating in our present experiences create a mental state in 
which rational computation has little chance. 


^ Since it takes more than one person to speculate, it is 
clear tljet gambling as the extreme fqrm of speculation is 
a social phenomenon. The standards of honour and res- 
pectability prevalent in any social group have therefore 
an important effect on the extent to which gambling is made 
a source of individual and family fortunes. As in many 
other lines, it happens in India that business in stocks and 
shares t^ds generally to be confined to certain castes and 
communities of the Indian society. It is an inevitable out- 


* The Influence «f inteieet rate, vnryinc demand and expeetatian* relaMnx tn ^ . 

•cammodiUen, Oie eoune of inflation, ete. ie welt iDuatratcd byfUie ooune of piteee of eeripa 
daring Woild War I: 


6 Government SeeurHIes 
100 Port Tnut nnd MunldfMa 
Debentures 

10 Banks 

no Jute Mffls (ordinaiy) 

05 Cotton Mills (ordinm) 

00 Coal Mines (ordinnry) 

1 Woollen Bfin ^ 

87 Ten OonmnOes (ofdliiniT)* 

OFIoarMins ... 
rMn lion nod Sted 

flee also p-Tifeot-aote tofnfcetrfn dspg^ 


88th 

86th 

96th 

37th 

July 

1914 

July 

1917 

Mnreh 

1918 

Mnreh 

1919 

100 

70 

.07 

74 

100 

80 

84 

84 

100 

106 

O 118 

116 

100 

811 

467 

888 

100 

188 

188 

187 

100 • 

108 

104 

187 

100 

100 

188 

188 

IS 

197 

188 

188 

187 

006 

808 

100 

008 

898 

, ':fl84^ 


1880 


91 

187 


14fl 

IS 

IS 




V.' 



ixr.. Xtpw : . V.-: 


. A 


texie of this sitoatiim an econtmiic psychology of ^ 
si^-per^tuating idiaracl^ and in^)ervious to niaw 
fiomces f^^ outside idiould have grown in which stricter 


Judgment of character, behaviour and modes of life find 


llt^ place. When we reflect that most persons are vir^ 
tixOus not because like Socrates tiiey prefer virtue but be> 
cause of penalties of detection and socihl disapprobation, 
the importance of this factor in certain regrettable aspects 
of our dealings in stocks and shares is easily discernible. 
The infusion of new and better educated elements into the 
Stock Exchange should in the course of time prove the sol- 
vent of many of our present evils. 


The fool cannot be prevented from his follies — ^much less 
the gambler. But this is no reason why opportimities for 
such behaviour, particularly when it ensues in anti-social 
consequences, should not be curtailed to the minimum com- 
paftible with the free flow of legitimate business. Still less 
could.it be a justification for placing temptations in the way 
o;£ persons who but for them might prefer cautiousness to 
recklessness. It is to be feared that the seamy side of stocl^ 
exchange business in this country and particularly in 
Bombay has been in no small measure due to certain prac- 
tices which weakened deterrents to rashness and anti-social 
activities. Affairs have been administered and powers have 
been used in the past in such a way as to suggest that the 
institution exists only for the benefit of its members and 
recogrylsed no responsibility to the investing public and the 
country. , 

Defoidt 

Till- recently, thd penalties of* default were seriously 
limited in th^ d^tekr^ was recognised 

onl^ against a fellpw-member • and not against a member 
of M #ubi|i;i:^ t^ property, of a defaulh^ outside 

the hot available to his Itabilides 
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ihcorred in deals on the exdiange * 1SK38 

move &ese delects in both these respects. A d^^ulthig ; 
member is not to be re-admitted to membership now if ^tfie 
default was catised by speculation on his own acobitht In 
other circumstances, when the conduct of the defoulter has : 
been above blame, he is re-admissible only if he has nkatlUs 
liabilities in full. Exceptions may be made in case of dear 
misfortune. It is self-evident that the beneficial effect of 
these amendments will be in proportion to their proper 
enforcemdht. 


. Intervention in the Ordinary Course of the Market • 

' Powers of intervention in the ordinary course of the 
market can only be justified by some special factors which 
distinguish deals in stocks and shares from deals in other 
commodities. The chief usefulness of speculation, it will 
be recalled, lies in enabling future stocks to be taken into 
account in fixing present pnces. Whenever posutible, spe** 
culation enables supplies to be adjusted to forthcoming 
changes in economic circumstances. In the case of stocks 
and shares, the only adjustment in supplies relates largely 
to scnps of new enterprises. New enterprises and their 
scrips take, however, a long time to establish themselves 
and in the meanwhile, holders of scrips of older enterprises 
find themselves confronted with exceptional opportunities 
of gai'n, when the demand is enlarged, and loss if the decline 
of demand has created the necessity of contraction of out- 
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1927 2 ... 
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1980 ... 1 
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48 
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88 
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In the aeoimd place, since the market for each indivi- 


dual sc^p is unique by itself, individuals are sometimes 
uble to .acquire comidate control over supply and prices and 
thus terminate the existence of a free market. This indeed 


is the most glaring evil of a small market like the Bombay, 
stq^ excliange. Thirdly, hedging is an important facility 
which ordinary markets offer. Speculation is the means to 
eliminate speculative risks from production and manufac- 
ture for future delivery. In the case of stocks and shares, 
hedging from week to week or from month to month has 
clearly no economic basis. Intervention in the ordinary 
course of the Stock Exchange may be justified to the extent 
that these special features lead to any anti-social conse- 
quences. 


Selling-out Rule 

T!ie suspension of the selling out rule is intended to 
arrest a bear raid and prevent further falls in prices. Ob- 
viously, the power is invoked to protect bulls who are con- 
fronted with heavier and heavier losses as the market drops 
down. Such intervention sc^ns however to have only 
slender justification since there exists an automatic check 
in the market to a fall which is not warranted by inherent 
economic facts. When prices fall so low that yield rises 
above the economic level, buyers must make their appear- 
ance in large numbers. If buyers hold off, it will be only 
because bizUs have raised prices to very uneconomic levels 
and considerable downward movement must take place to 
reach economic levels. The establishment of economic 
levels is certainly a pre-requisite of healthy investment and 
the penalties, borne by the bulls in the process are decided- 
ly a well-merited chastisement which should lead to more 
tespoiisible bc^viour in the future. It has been some- 
tinuas argued^^t^ depreciation of securities mi^t embar- 
ram legitimate trade and business which use thezh for rais- 
ing iSedis. It Is improbable that sudi counts are accepted 
by leod^ as seeiu^ty except at very safe margins. !nie 
existopce of 1^ was properly condemned by the 
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* The IbOowiiis f«m4 flluitnlei tti« InteivcDtta of Uie 
carncf m , erim. ete. whkh bring oot inddentaUy the gfcnt pnif pwyed by enw 

outride the Stoek Exchange In moat of lie fUaeiihilciu . ... .. . ^ . 

im. One Raghunath Mnlti oomered the riiaiea of Lahhaddae Mlkl nnd taM ^ 
price from Rt, 1,000 to 1,800. . 

A little later, a corner raieed the prioe of riiaree of Qoeen c mile frimi Re. 1^88 In 
Re. 1,800 and then in a ringie day, the price fell to Riu 800. » 

Jriiangir Byramil Dalai effected a eomer in the ihafee of the CWtn IM a nd yaie ea 
the price from R». 1,000 to Re. 8,100. Dalai was made a partner in the M an ^n g 

1886, Chunilal Saralya. aarietant in the Hnndi Department of the Bom^ 

and othm intimately connected with the MttI cornered the aharea of t^ Sun MIQ andwweo 
their price from Ra. 180 to Ra. 600. The atook aoW by the Innm waa to he injre^^ 

three times the stock Issued. The President intervoicd and the llal^Ues were settled at 
a price of Rs. 800. 

mo-12. KIvrfry betwem mwl. luid iwiph*. tod F. Prtit to fcmy the .h^ oytwfwtll 
FMit Milb at o prioe of 8.2S0 Mid mB them ter the nMt Mttlomjit ot • 

For the first time in its histoi^. the buying-in rule was suspended., Petit agreed to a oompio* 
ndse and reoeivecUlie dilferenoe on the haris of Bs. 6.600 per share. ^ 

1018. Thfiribremid .1. B. IMia oomerMl ihM«. of P«*lt The bonhiiy oriw 

brouidit matters to a head. Dalai failed with Uie c rii i to e e of the CredU Ba^^ ^ 

nest representations of the Board, members who had sold share at R*^**®® repureliaseo 
them at Rs. 2,600 and teroid at Ri. 8,000— thus suffering a lorn of Rs. 1*800 persMifc 

In 1918. a corner seems to have been prompted in the shares of tite Stanmro Miw on 
account of a ritmonied desire of certain paitim to ob^n control over the Mills. The situation 

was settled amicably. ^ ^ 

1010. Tlic managflig agents in concert with others effected a roroer in IM ilwiirm 
of the Madhavji Mills. Forward deals were suspended. There were two deihulta by men^ 
in the year and four more in the subsequent year, A rule was pasted empowering the Boaru 
to Ax such rates as they thought proper. _ . ^ ^ . h.- 

1019. A corner in the deferred shares of the Katnl Cement was 

tion of the Board. It was settled that till further notice, no one should transact Dusiitem wr 
June settlement or for cash at a prioe higher than Rs. 1000. wmMikiiiAw 

1021. Mnthiiradas Gokiildas and his Syndicate eonwred the 
Mats. While the issued shares were only T,« 00 . 14,000 Kaplis SSSlI 

was declared and price was fixed at Rs. 2,188. "“*** 6,yo SL 

bhiw Curriiiibhoy at Rs. 1,680 c. d., i. e. at a price higher than market price whit b had faUen 

^ ' *Lf^! a partner in the AgenU* Firm and others eonnerleil 
comer in the shwes of the Finlay MUls. A low divide^ of Rs. 28 
piiichoiied at the depressed priws. A dividend of Rs. m 

the shares issued were only 8,000 the purchases amounted to 16,000 and more. Alter tnir 

comer, thc^price fell from Rs. 1,880 to Rs. 980. raikuldoa 

HIT.# Emboldened by their previous successes, syndiwle eff 
nttemptod a comer in the .hare, of many Miwm., Kohlnoo r, 

Swad^hi, Nappur, etc. A member of the ayndicato w(m ^ involved oB tte Cet^KiMmM^ 
Forward dc£ were stopped in Nagpur and Hwaderiii riiam a^ pri^s w«« 
flSTuSs. ^rnerfaltoan^ the S^k Kxel^ f»d 

the Managing Agency of as many as frills, JhSS 

was broker to the syndicate aim as such did not vole tm t he digsiyi towro» majori W 
passed a resolution that such directors must resign or may be removed by a two-ininis ina|o y 

of the ^ comer took place in the sharos^of JiiS?it^ 

While the riiarea imued were only 16,800. the 

M>ld David ehare. at R*. 1.850 mor e thao mar ket pt top to Sr^Meoon m» 

thus got the r ’ " ' 

1988. 
riiares were 

BombaV^elS A cSSSX reepJStto^^ 

MadhavJi’sftomRs. 150toRs.400. The rorwers fWled airi with them the pailim. 

1920, June. The exchange suspen^ all deatings. • < 5 ^. m-ae-pim# teusneadad and 
July. The onset of the crisis and depremton saw aB deals for account suspenaca ana 

resumption was ddajjrf till «_ ^ whMhim and felled and 

1088 The old Managifig Agency Firm of CafrlmWiioy Morantm anaww 

ria ooJiSiU\5^n^5lve5^ whether »alh.y to « *»» *«*«»*bed !• 

a spedm fend of Hs. H lakhss^ all liabilities were daiar disrigptgsd. AgMnmm fer aceouni 
^lOWk Difficulties were catiaed^ the Italy-Abysshfcn war mri 

to Government securities weie^jwispend^ Tbes^ ^ ay^^ 

Men who loet in the Bullion Eachange cra jh trie d to *w mmr^^ ageatheaewga. 

of n. pnautMTrour deteulto w«e 




• Bayiog-in Buie 

The jpower to suaiiieiul the *1>uying-m rule^ esdsts to ope* 

, TUte in the ofposite circumstances, ie. when bears have 
sold more stock than is available in the market and the 
ensiling cimcentratum of supplies in the hands of the bulls 
enables them to dictate any prices. In such conditions of 
a cmmer, the automatic check of an increase in' supplies is 
no longer operative. Suspension of the rule prevents any 
furtii^ rise in prices and has a tendency to attract such 
supplies as are still floating outside the market. * The threat 
to terminate the suspension, when prices must fall, inclines 
bulli3 to propose moxe reasonable terms and bears to accept 
them, 

C-- 

In the light of the foregoing analysis, it may well be 
doubted whether forward deals have any important econo- 
mic function to perform in the interests of the economic 
system. Most of the situations envisaged above and the 
remedies considered seem to have a bearing only on, specu- 
lation among members and operators of the stock exchange 
themselves. The elimination of forward deals altogether, 
the introduction of banks as members of the stock exchange 
as in Berlin, a rigorous enforcement of conditions admis- 
sion to stock exchange quotation, strict restrictions on the 
proclivities of directors and officers of companies to mani- 
pulate and speculate in their own scrips, initial allotment of 
shares through a public authority, above all an impartial 
and independent executive officer responsible to the Govern- 
ment to watc^ title enforcement of rules — ^these and other 
measures are the proper means to solve the investment 
problems of titus country. It is instructive to note that the 
Calcutta Stock Exchange recognises no forward deals and 
the i^s^ce of this mechanism has not caused any incpn- 
vcmi^ce to Ihe g^^t industries th^ 

holidays has been a very 0om- 





consequences of critical situations. Hie Atlay inqu^ * 
vealed that in a certain year the Exchange was dosed con^ 
pletely for 155 days, was open for two hours on 144 days 
and recorded full working on 66 days only. WhOn the 
authorities of the Exchange were not inclined to fall in Widi 
the demand for dosing, brokers* clerks took the law into 
their own huids and declared holidays. As rel^on 
furnished the most easily available excuse for an^- 
soc^ behaviour. Under 1938 rules, these hoUdays are now 
limited to Sundays, December 27 to 30 and not more than ‘ 
5 other holidays to be fixed by the Association at its dis- 
cretion.* * 

The Board of Directors are authorised to close the market 
at their discretion for not more than 24 hours. It is made 
clear that this authority is to be used to meet country-wide 
emergencies or international crisis like war, etc. A domes- 
tic crisis is specifically excluded from the exercise of this 
power. An extension of the closing period requires the 
prior consent of Government through its appropriate de- 
partment. 

Beorgahization of the Capital Market 

Experience establishes very clearly that the main deficien- 
cies of the investment market are three namely, the stag- 
gering waste of mistaken or fraudulent promotion; high 
instability of values and consequent deterrence to genuine 
investors; and finally, the tendency to waves of over-invest- 
ment and under-investment with their serious reactions on 
production and employment. The general public, it is 
true, is apt to think of this market more in terms of frauds 
and malpractices than any technical deficiencies, but it will 
be found on deeper reflection that these evils are largely 
ti’aceable to the three defects already stated. A drastic 
ovm'haul of company law with the ^ject of eliminating 

^ Mmy holldi^ tun uniiilil* imkam of tbc ItidtwM people. JBMy |poim| 
oentnry, bonk holldoys ot AbottolMid were fowid eo nimieroiie tlioi the oU«Me moUma 
tiMe; w tm Iff m e mitfleiifif to' tlififn' tf iPOitfiiitlfl eont to fhmi Ititiniefen iriifMliMf iterpi 
£l^oriKilid«y»l 

nvcNnnilly liirt up • heliilflsr oottee* A hm otoh hMk od|k9i teQUlre^v^ P****.^ 

tSom fSbi hcofcet big town wee eUvod oft by mote of mi oniiimDeemci^ ; 
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*]) 9 <Maop(^y or ixiinoriify c(»itrol of stocks and shares, finan* 
cial nuinipulations by ofiElce>bearerSi perversion and abuse 
of audit and accounts, the raormous losses of still-born pro- 
motion and fraudulent management etc. might mitigate to 
ai| exteid the first mentioned evil. The Central bmik of 
the country in close co-operation with the Government and 
the bmiking system could obtain sufficient control over the 
capital market to enable it to mitigate if not e limina te the 
third evil. 

* 

But it will be found on further analysis that ultimately 
these defects proceed from the central fact that the whole 
mechanism of the market rests on the foundation of indi- 
vidual judgment and investment enterprise. Experience 
proves that the existence of apparently expert and specialis- 
ed intermediaries, the brokers, does not modify in any 
substantial manner the drawbacks and weaknesses of in- 
dividual judgment which is always lay and uninstructed 
judgment. These drawbacks and weaknesses constitute 
the real basic problem of the capital and investment mar- 
ket and the main direction of reform must be to find effec- 
tive means to protect the investor against himself. 

The growth of insurance in recent times is very sugges- 
tive and offers an instructive precedent for such protection. 
What insurance companies achieve in the field of pratection 
against the uncertainties of life, investment trusts whether 
of the geperal, fixed or unit type, could achieve in the field 
of protection against the uncertainties of investment. For 
the fulfilment of this pu^ose, two fundamental changes 
will have to be effected, ^dividuals should be legally de- 
barred from subscribing to or holding the shares and stocks 
of individual companies, all contidbutions to capital in 
future being allowed only through investment trusts. 
Secondly, as in the case of hisurance companies, the invest- 
ment effun^ by tnasts should be regulated by law. 
Trusts bf ^is:^ industrial bmiks^ as sugg4d^ 

ed by* soipe) offer a more pr<»nising solution of the vexed ■ 
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4' problem oi supply of longoterm or medium-tertu cai^tAl 
■industry.* 

■? # ' 

B anking Funds and Stock Exchanges 

We have noted that the character of each money market 
varies according as there is a smaller or larger scope fdl 
loans to bill-business, business in stocks and shares, and, in 
countries where banks are more or less localised,— inter- 
bank needs. In London, the larger proportion of call inana 
generally finds its way into the bill-market. But in New 
York where the banking system lacked centralization of 
reserves and central banking facilities Jor a long time,* the 
device of settlements every next day seems to have been 
adopted as a means of placing funds in an easily withdraw- 
able manner. Even after the operation of the Federal Re- 
serve S3rstem for more than a quarter of a century, the 
stock exchange continue to absorb the bulk of available 
short>term funds. It is possible that these sporadic injec- 
tions and withdrawals of funds according to the needs of 
banks is an important factor in the well-known instability 
of values on the New York Stock Exchange. In other 
countrie^^ loans to the stock exchanges tend to approximate 
to the periods of settlement while the bill and discount 
market furnishes the banks with access 4o the funds of the 
central bank. 


It has been sometimes suggested that a large participa- 
tion in loans to the stock exchanges makes the banking 
system vulnerable to the ups and downs of security mar- 
kets. The belief seems hardly well-founded. When banks 
make such loans, it is their practice to protect themselves 
with quite conservative margins. So long as this precau- 
tion is ol^rved, there is no reas(m why banks should incur 
losses on this account. Experience proves that bribers*' 
loans are the most liquid and reliable ^vestments. What 
difficulties have been encountered relate to loans to custo- 
mers for that purpose. Looking at it from stand-petot dt 
the economic system as a whole, it is their irrei^nsible and 


• I^lr ftaS detaito or fhb pnooMl. Me Cha|rt«. V, VI and Vin of tte Aaewri SiMMniw 
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|>3]ii(^Ey bcSiaviotir funds ftoixt non-bankiiig Purees 
whids has caused grave aubarrassments (m the stock 
changes. Recent l^d^lation in the United States is partly 
directed to squeeze out these non4>anking sources from at 
least the official business on the stock exchange and to epn- 
ceatrate loans in the hands of banks. 

There if nevertheless a i^nse in which loans to the stock 
mcchanges are a weakness to the management of the bank* 
ing system as a whole. Speculation on stock ^exchanges is 
speculation in price-differences. At certain times, the anti- 
cipated changes relate from one day to another and are apt 
to range over several points. Interest-rates as high as 10 
per cent, and even more mean nothing' more than an in- 
significant fraction of a rupee for a day, week or month 
and as such are/ hardly calculated to check the course of 
events on the market. No effective meai^ could be found 
either tp enforce any special rates of interest for the stock 
exchange which will not be evaded or will not impinge on 
other parts of the economic system. This inability to control 
stock exchanges is a contrast to the ease and effectiveness 
with which interest rates reach the economic system 
through the medium of the bill and "discount market. 

It is sometimes’^thought that loans to stock exchanges 
imply a diversion of funds from legitimate trade and in- 
dustry into speculation. The belief is founded on a mis- 
eppn^ension which becomes clear when we follow the 
trail of such loans. If such a loan is used to buy an existing 
security, one of two things, must happen. The receiver of 
the price may use it to repay a loan to a bank in which case 
indebtedness has been merely shifted from one persem to 
another. Alternatively, the price realised may be used by 
the previous holder ffir consumption purposes which means 
tiiai the iwMrrower^must ultimately pass the scrip to some 
oxm vidth new savings. In either case, the loan to the stock 
e^kange has not affected the distribution of resources bet^ 
% 8 ei 4 Lint^ e^ tlm loan is apfffied to 

scrip altogether, the bank hae ^ther 



l c^atal in anticipation of new aavings or if ti^ 

v ttew scri]p-does not turn out well has ^oabled the qpeimhiH 
,- tor to finance his loss. To the extent the investment is 
justified, funds have been usefully applied to trade and in* 
dustry. To the extent that the judgment has miscarried, 
there is a loss of new savings tor- which banks cannot hr 
any way be saddled with blame. Unless banks imdertske 
the direction of investment by acting as brokers, advisors 
or underwriters, their responsibility could not extend be* 
yond makings funds available whenever sound and reliable 
security is offered. 

No statistics are available of the extent to which ,the 
Bombay Stock Exchange is dependent on funds from banks. 
^ It is probable thaUloans from banks do not hold any impor- 
tant place in these dealings. Much of the speculation is 
undertaken by members on their own account and the 
funds are derived very largely from private sources.* 

II 


THE BOMBAY BULLION EXCHANGE 
Investment in precious metals has always held a great 
place in the Indian economy. It would be difficult to say 
whether Ihe chief motive in the growth of this practice was 
the desire for ornamentation or for a secure store of value. 
It may be presumed that for all practical purposes neither 
motive could have grown to the strength it has without the 
presence of the other. This fact gives ground for the hope 
that if either of them is weakened on account of social Or 
economic changes, the practice as such will disappear much 
more quickly than many people have darqd to hope. 

Ccmtinuous absorption of precious metals as a store of 
value is indeed inherent in the economic situation of India. 
In highly industralised countrira, the alternative to pre- 


BOMBAY STOCK BXCBUkNOB 

Vidiie of Sluttet booght and fold m par Biokor*s LIsta* 

(llgurai in laldM) ^ 

^ Year. Minimum In Maidmttm In 

lamonUia Igmontha 

1 W 2 w 52*21 

1988 ... gig 

iw* g-JS 

tns ... ... gg 

19M ... ... gg 

1987 ... «. 141,95 


Total for 19 


91,T7 ^ 
989,14 
44 N>A 7 

mM 

jUBJUt 

uaiMU 



;'\ • ' ■■ . ;i 

f, ciotis metalB is hoiise-owneri^p which holds before the ^ei 
of the ordinary man the v«ry same assurance of solidity ahc 
t^gillllity with the additional attraction of some income ai 
far as one may care to see. TiU recently, India as a lane 
of village lacked this outlet for investment of savings oui 
<3^ moderate incomes. In advanced countries Hke Englanc 
andi the United States, house-building is estimated' to ah 
sorb as much as half the annual national savings. In India 
illiteracy, ignorance, insecurity, etc., may have aggravatec 
the inclination to seek shelter in precious m^als but 1h< 
main cause has been the absence of alternative forms o1 
investment. 

We have seen already that in more recent times, othet 
forms of investment have been gaining Very rapidly ovei 
this primitiye way of storing value. Of total visible invest 
ments, the proportion invested in gold and silver has declin- 
ed very impressively — although the absolute absorption ir 
normal times still remains very large.* Indeed there {£ 
ground for the assertion that purely economic factors and 
economic consequences relating to movements in and oui 
of precious metals have not received their due attention 
while the part of the steady, unvarying social factors has 
been correspondingly exaggerated. "Of course, harvests 
agricultural prices, festive and marriage seasons, etc., have 
been always reckoned in estimating the demand for metals 
and profits of the trade. But one factor has been generally 
left out of account and its economic implications not pro- 
perly assessed, namely, the course of the exchange rate. 

A rise in exchsmge rate is tantaniotmt to an immediate 
reduction in the price of gold. Many people are tempted to 
take advantage of the apparent cheapness by their convert- 
ing o^er forms of savings into gold and silver or forgoing 
a part of their normal consumptiop in order to add to theii 
stocks bf the predo^ metals. These artificially Stimulated 
imports have to be pidd for and actually result in‘ a large 
volume of es^rts than usual. This should explain how 
durinjg a pedod dif S^^nredalion of the rupee like 192^26, 
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-OUT ordinary imports did improve but exports actdaBy!^ 
outstripped them in a paradoxical manner. 

In other words, the harm from an appreciatftiE ex- 
change may not be visible in an actual striking increase in 
imports and a reduction in exports. The harm may take 
the shape of placing a premium on unproductive investment 
in precious metals and causing unnecessary exports in order 
to acquire the metals. 

A fall in the exchange rate reveals itself immediately as 
an increase in the price of gold. Two different develop- 
ments are recorded in our history. 

The prolonged fall in the exchange rate between 1871 and 
1893 illustrates one type of development. The rise in the 
price of gold caused a perceptible decline in the imports of 
gold. While a part of the resources thus saved may have gone 
into consumption, much the larger part seems to have con- 
verted itself into silver rupees. With silver as our stand- 
ard, the price of silver in contrast with that of gold remain- 
ed unchanged and thus brought it into favour. Almost all 
the silver imported in these years found its way intp the 
mint although only a part was added to the circulation. 
People, preferred to hold their savings in form of currency 
rather than as ornaments. 

The decline in imports of gold and an increase in the 
expenditure on consumption may have been a part of the 
explanation of the striking increase of imports as compared 
with exports which was noted as a paradoxical feature of 
those years by the Herschell Committee. 

When sterling and with it the rupee left their gold basis 
in September 193^, the situation was materially differ^t 
Among other changes, the advance of price of gold had 
come after a long period of 30 years of relaitive prosperity 
during which the country had acquired a stock of gold of 
more than Rs. 500 crores. The rupee was now a token coin 
and the rupee price of silver followed the same direction 
as gold price. The sensational increase in th6 price of 
qnd some increase in the price of silver were no oidiaary 
temptatums to make profite while the boom Iseted. Jbt 



^.jnears after tilie abcuadcminedt of the gold stoodard, gold 
averagii^ to Bs, SO orores per annmn left the shores of 
India. * 

can he littie dotibt that a small part of this wind* 
fall was used fw consumption i.e., to support the volume of 
ifil^rts. *A , large part found its way into* investment. 
From 1931 to 1935, imports on the whole show much less 
elasticity than exports. There is nothing, however, in the 
composition of our imports to warrant the belief that v/e 
imported more capital goods in these years than formerly; 
the imports represent the usual consumption and investment 
demajid. The agricultural classes generally seem to nave 
lost in favour of those classes which invest their savings 
in banks, postal saving deposits and cash certificates, life 
assurance policies, etc. Cuironcy made redundant by the 
severe fall of prices may also have replaced the former gold 
hoards on quite an appreciable scale. 


The Bunion Exchange 


It is natural that a market should have developed to 
facilitate these enormous dealings in precious metals. The 
Bombay Bullion Exchange originated in the regular 
trading which used to take place once on the pavements 
and footpaths of the Kalbadevi area. Systematic trading 
began with the foundation as late as 1923 of the Bombay 
BuiUcm Exchange, As in the case of other markets, the 
disciplme and control of this Exchange cannot be described' 
as strict, although the Associition has its manual of elabo- 
rate rules. Arbitrary closing of the Exchange has some- 
times been complained of. 

Conditions in the Bullion Exchange are so inherently 
differ^t fiorn those on the Stock Exchange that both in 
organisation and in genial afmo^here tiie former presents 
qui^ mi impxesnve^c^ bn the &rst place, the Bullion 

^ndumge deals only in fwo cofniiiodities, the qualities* of 
whidi are uidform frnod easily ascertainable. Secon(tiy^ 
Ift^cas of theses tmininedities are determined in aH ordina^r 


scmaetiB^ 
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ate witibin narrow margins or in a m^jmie r ■ 
aof^tely forseen by* the instructed. It SuuTbeeii aiao 
claimed on behalf of the Exchange that nsonbefa have 
alvoided difficult situations by refraining from undertaking 
operations on behalf of persons of doubtful financial stsnd- 
These conditions make for a more evmi tenour of 
trade as also a less elaborate kind of organisation. 

Baders in the Bullion Exchange fall into two classes: 
members and brokers. None but members are to 

the forwdtd ring. Another difference between members 
and brokers is that when a party to a contract flails, the 
member is bound to fulfil the contract. A broker placed 
in the same circumstances need only forgo his'commissibn 
and has no further penalties to incur. Conditions of admis- 
sion to the Bullion Exchange are hardly onerous. Apart 
from introduction etc., membership can be acquired on pay- 
ment of Rs. 11 for an Associate Member and Rs. 51 for a 
member. In practice, social connections and apprentice- 
ship in the complicated way of the Exchange from early 
age tend to limit membership to certain communities. 


Deall^ are undertaken under two forms of agency. In 
Katchi Adat, the member merely brings together the out- 
side client and the bazar party, charges the prescribed 
commission and incurs no liabilities for the ulimate ful- 
filment of the contract. In Pakki Adat, the member, although • 
acting on behalf of an outsider, is a principal to the contract. 
He may be called upon to buy or deliver the bullion as the 
case may be, or in the alternative to pay the difference. 
Whpn a member sells bullion on behalf of a client,^ it is 
customary for the latter to draw a hundi on the member. 

m ■ ■ i ' * 

The unit of transactions on the exchange is the same fmr 
cash as for forward business, namely, 2IM tolas i&c gold tfsd 
2,800 tolas for silver. In the case €»f geld, the fineness pmch 
cribed is 90 fine for cash and 100 &ie lor forward busteesiK 
a ma rgin in the case Of the lattear up to 94 being dfiowed.’ 
In case of unusual dffficuHies d^hnny, however, tibe ex- 
chaitgo has beim, knoup lo i^tpr the fhieimas to fisdlit^^ 
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aontracfs. To oite Ob example, while Ihe mar* 
gin for ifineiiess of silver was ordinarily 99G-999^ it was 
mwered on Dec. 18th 1939 to as much as 916 owing to inabi- 
lity to refine the silver delivered by Government according 
to Its o\yn iBtandard of ll/12th fine. Actually the rule never 
went into operation. According to the change in the degree 
of fineness, adjustments are made in the price of bars. 

The most important activity of the Exchange is dealings 
business. For ready deals, the commission is 3 pies per 
tola in the case of gold^md 1 anna per 100 tolas in the case 
of silvjb^. For forward business, the scale is 3 pies per tola 
for gold and 14 annas ^r 2,800 tolas for silver. 

The most important activity of the Exchange is dealings 
in options, the so-called teji and mandi transactions of 
buyers of options or .WRR end sellers of options or 
ffl i mK . Tut’ as usual is the right to sell bullion at 
the agreed price at some futiire date. Obviously, the party 
which buys the right expects that the price on that specific 
date will be less than the agreed price. ‘Call’ is the right 
to buy bullion on similar conditions and is foimded on the 
expectation that the price on the future date will rise. The 
agreed price is usually the market price of the day and the 
period of the option is generally between a fortni^t to 
two months. The advantage of ‘put’ or ‘call’ Ues in this. 
If the expected change in the price is frustrated, the pur- 
* chaser of the right can forgo its exercise by paying down 
its inrice and thus limit /his loss to lihe price. If a *put’ 
’ were' purchased at a price of annas 4 per 100 tolas, the 
maximum loss per unit i.e., the standard bar of 2,800 tolas 
could .be only 280 x 4 annas, i.e., Rs. 70. If the chan^ in 
the piice of bullion is so adverse that the exercise of^the 
right" will mean a loss of more than Bs. 70,. it would be ad- 
^htigeous to for|0 the rij^t and pay the penalty of Rs. 
70. The aobfal dOdls are much more complicated sdnce 
•^uf^%id aceoomldnal in a most be^derhig number 

B Xhdia is in ihaige of the elearmg system of 
'the At the close of ea^ iiceount period^^^ 
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o£ the Exchange fixes the making up price. M d 
member fails to deliver the bullion, the buyer buys It itV 
the auction and the seller has to bear the price dUIbimee. 
The loss to the seller is, however, limited by the nde thafe 
he will not pay per 100 tolas more than Rs. 3-0-0 abovejhe 
market price fixed at the auction for the next settlmnmit. 
The advantage of a corner to raise the price against the 
seller is thus severely restricted. . Perhaps the fact that the 
price of the commodities cannot under normal circum- 
stances widen very much makes such regulartion practicable 
and effective. jjj 

LIFE INSURANCE 

In analysing Jhe disposal of our annual savings, we have 
recorded how life assurance funds have grown in a remark- 
able manner since 1920 and how the pace has been more 
rapid since 1930. The figures available for the pre- 
War year 1937 reveal that aggregate life assurance busi- 
ness in force was 277 crores for private companies and 19 
crores for the post office insurance scheme. The aggregate 
premium income for the year i.e., the contribution of the 
public^towards life insurance in that year exceeded Rs.*15 
crores as algainst Of crores in 1928.* To this figure, we 



1930 1939 1980 1981 1984 
Total AMurance in force 188 185 168 184 989 

Premium Inoome ... 6.8 7.9 8.6 9.9 11.8 


1986 1987 1989 

979 979 996 

1 f a a 1ft 1 ift 


The augieiition io attabliah Sute Llfo Amaranoa wat ftmt tnade by Sir RIotiard Temple 
the PbuuioeMeinber in 1872 but was rejected after a treat deal of cUfcnmlofi. It was re* 
vtedby the Director OnemI of Poirt Office and accepted by the Govemment in 1891 
jmd a achme was introduced in 1884. ^ 

The faMiranee eoheme wae Ant ctonAned to the emofoyees of the Poet Office. In 1887 
the privilege was extended to the Telexraph Department and In 1895 to empfoym^ tWi 
Indo-Eaionean Telcfraplw and to women employcNd In all departmenu. In 1898, tfunbeneAt 
wae extended to all pemanent Goremment eervanti as aloo certain ipembeni eelabHeh- 
menu of the MillUry Departmente. Subeequant exteiielom coveM lemporary Govemment 
eervanU or servanU in foreign eervke in India. 

At Aiet tablet of premia wore caleulated from mortality rates foom expeiiepee of the Wf 
^imveiMiitod Servioe Family Pensioii Fuiid--« fond conAoed to Bntopeaii femcilteje lodto. 
In 1 919^ the Aetnaiy 9£t the Didf a OAlee rrvieed the tablet Crom the pa«t expcffonce efibe Finid 








jlfauti add abwaf^ S more on accoont of non4ile inaor* 
js^post 

- ^ there is still a good deal of scope 

fcsr fuilhar escpahskm in this kind of inveshnent. Scnne 
iitdlpatt^ H>n t^ point is offered by the average sum as- 
stsped in ^ imw policies from one year to another. 

The Indian companies are obviously supporting the main 
burden, of reaching the less well-to-do classes of our people, 
ht a country where about 42 lakhs of account holders in 
die postal savit^ banks show a per head claim ^f Rs. 193 
only, an average sum assured of about Rs. 1,500 is stiU re- 
latively high. Besides, the figures for the last few years 
do not disclose any tendency to fall, which suggests that 
new and low^ income-classes have yet to tie persuaded to 
adopt this form of Saving. 

The manner in which insurance companies invest their 
funds is bound to be a factor of growing importance in the 
Wg-term capital ndarket. The following distribution of 
their funds by Indian life a^urance companies which ac- 
count for 184 crores out of a total business in force of 296 
erores in 1937 should be sufiiciendy illustrative of the point. 



(Figures in erores)^ 

Indian Government Securities 

28.2 

46.7 

Municipal, Improvement Trust Boards 

5.2 

6.6 

Mortgage on Property 

2.1 

2.1 

Land and House Property 

3.2 

5.5 

' ^ares in Industrial Companies 

4.1 

7.2 

Total 

32.8 

67.5 

Otiier Investments 

23.1 

“16.8 


Grand Total 


55.9 84.3 


* Tbta dlitribiiftlmi of mweti does not giive an aoearate picture of the piaotioe the 
mojority.^ Indian Companletk For. the Agmree are inoluilve of the Oriental Ineiiraoce Com- 
pany ymloh aooounta Her ahont half the investmente. It invectg bonely in Goveroment 
aeaffitiiiec and for the reaeon quotes Hie highest prcmiiim rateUi The endusion of Ocmtal 
^Company alters tiM smre of eadi type of investments in the folomig 

Pefcantaio to Total IhveatiiijMPtn 
,9 - AUlhc^ AO lodiaii Conpaiiiee 

Compiles en^Oriental I n su r ao e e Co. 

a5 

15 

W 

rules to enshie inyesUhent in BMgtiape* 




It is til^ar that insiwunce coznjpanles althoiq^' in W wntA' 
stronger position than banks are in no way iiifire»vautiiri ' " 
some. While investment in Goveniment aecuiitiea is x 
essential to a certain extent, these concerns could eas^ 4 ^ 
cultivate some of our neglected fields of investment Jike 
industrial debentures, house building societies, etc. At 
present, their contribution to the great task of cultivsUng 
new investment habits lies only in life insurance as such. 


nr 

POSTAL* SAVINGS BANKS & CASH CERTIFICATES 
Post office savings banks and postal cash certificates are 
the most far-reaching agency created by Government to 
attract the smaH investor in ^is country. First established 
in 1882, postal savings banks supplatnted before the close of f 
the century the pre-existing district savings banks and the 
Presidency towns Government savings banks and today they 
$how 230 head, branches and 11,879 sub-branches. The ex* ^ 
tent of their operations willjse better realised when it is 
recalled that towns with a population of 5000 and oyer 
aggregate in India to about 2300 only. , 

TTye limits on deposits that can be made in any single 
year and the total balance that can be held by a single de- 
positor are now Rs. 750 and Rs. 5000 respectively while the 
limit for balance in the accounts of minors is Rs. 1000 only.t 
Various suggestions have been made to raise the limits, 
allow deposit and withdrawal by cheques, facilitate joint- 
accounts and payment to survivors, increase the number of 
offices, extend as in the United Kingdmn the local obligation 
to pajy or receive into a general obligation valid in all parts 
of India etc. As we have already stressed, joint-stock 
banks now offer similar facilities and inducements while the 
growth of savings deposits has been most remarkable.* 




• Pp. 254; Tables XXI, XXll, XXV aiid XXVI. 
t Max. DepcMlt .0 Total Max. 

prrannmn DeocMli 

Re. He. ; « 

188S4M Govt. Baltics, Pwsidiiicy Towiie 500 OOp 4. o ^ 

1870 Dfst. Saviitgs Banks ... . OIMJ Of 

1870 Dlst.* Other Govt. Saving Banks , „ 5000 f 

1080 « .t M — t# 

Thm fe nMUiM to^nffoyettt n niaii havtag any tinmba? Hnajtnaiy fwjjjl l B* 
[p p^siit^ aiNMMiBta hi aw oielr aaoa aaose to hio» aoma ytaia ago ni : 



iMts, for exaii]|>le, fixed by tbe Imperial Bank of 
Indm foe its savings bank accdimts are Rs. 5000 in any sin- 
gle year and Rs. 10,0(W for the maximum balance permitted 
hi an account. Not mdre than one withdrawal is allowed 
. p^ we^.* 

We have had occasion to remark on the enormous growth 
of small savings which has occurred since 1930. The 
growth in the case of postil savings has occurred very 
largely by an increase in the number of depositors. About 
8 lakhs in 1900, the figures stood at 18 lakhs in 1920 and 24 
lakhs in 1930. Although the number of branches has not 
v^aiied much since 1920, the numb^- of depositors rose to 
more than 42 lakhs in 1938-39. 

The average balance in each branch has naturally kept 
pace with the growth of the number of depositors. But it 
is noteworthy that the deposit per head which was fairly 
stable or slowly progressing till 1930 mounted with asto- 
ni^ing speed in the depression years thereafter. Several 
causes of varying importance have been at work to bring 
about this result. It is more than probable that fixed depo- 
sits at banks have lost their attraction with the great fall of 
interest rates. A part of the improvement is accounted lor by 
the phenomenal exports of gold, hoards being to an extent 
converted into this form of savings deposit. A third cause 
which might explain the contrast between the behaviour 
of fixed depc^ts and postal savings deposits is that with 
the great fall of prices, the number of well-to-do persons 
e.g., atssessees to the income-tax ceased to grow while the 
nmrgin f or ’^ving of those classes which depend on fixed 

whicdi « 4epotitot at bharwar wa« authorised ta operate on eighty-three aeoounU with a 
iMdaoee of neaily 8D,40D...ft..lhrther Inqniriee made at the time elldted.thal one depovi- 
lor at BIJapiir oonhrpned forty-two aeooiiiits, another at Surat thirty, and anotlier at 
Bjarwar aliieteen;.«^«:.«4*iieee deposits rep res en t a very blidi propiMrtion of the total in India 
iO fhV the aotiua i^wny etteng body of iiepoBitors in Bombay has a very serioos eifeot on 
tbo 1^ ***^^ *^ 

P. se. Tke PwtOglee of India ^lUSlorff* 

. — bv Ge offn e v Ctaric, ■ 



or relatively inelastic inccnnes was very much eiUjairged# ; 
These remarks hold good for postal cash certifici^ «l 80 .f 

THB RUPEE DEBT AND GOVERNMENT 

BORROWING POLICY ^ 

In almost all countries which are now in the van of in- 
dustrial and economic progress, the creation of public debt 
led the way to the investment habit which became subse- 
quently the foundation of their commercial and industrial 
achievement. Since the political dependence of India on 
England made this country an outlet for the investment of 
British capital, it was hardly to be expected that the^growtii 
of a domestic investment habit should have any place, 
whether as the most important bye-product or a part of 
the main objective itself, in the policy of public loans. As 
a matter of fact, it was the settled belief and policy of the 
Government of this country before the first World War that 
not more than 5 crores could or should be raised in the 
Indian market in any single year. It was only under the 
stress and compulsion of that War that the potentialities of 
the Indian market were first properly assessed and in the 
short 4;pace of three years 1917-1919, loans aggregating to 


tTABLE XXXV— Postal Savings Banks stc. 
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IMO 

IMO 

toil 

ISM-Sl 

laSs-as 

isss-ar 

1S9T-S8 

isas-as 

isssso 

isao4i 

198B4S 

isss-sr 

iflor-w 

iS88>aa 

























i|$€n^ 136 ^raree wen raised. In- tiie ensuing years of 

deceit expenditure, develqpmast of 

railwa^^ irri^tion, forests, reclamaitioiis and many oth»- 
irdsceU^eous of ^xndncial concern, the experience 

of the War proved a turning point in policy and the same 
ste^y rate cf borrowing, about 30 crores a year, was main- 
ti^ed till the onset of the Great depression in 1930. 

A little before -the outbreak of World War I, about 1910, 
an impoiiant change took place in the relative attractive- 
n^ of the two markets. A persistent disparitj^ between 
the pr’ices of rupee security in India and sterling security 
in i^kuid made it clear that so far as India was concerned^ 
the United Kingdom had become a dearer market to borrow 
in. This dearness, explained in various waVs, has become 
even more marked recently and is bound to work as an 
overriding factor in all our future borrowing. 

World War I, initiated a trend in interest-rates which 
had' changed the composition of our public debt. It was 
obvious that the high levels caused by the War could be 
(mly temporary and must in due course be followed by a 
more or less long period of falling rates. Funds were there- 
fore raised by means of terminable loans which account 
today for the bulk of our public indebtedness. 

As the bulk of our public debt before the first World 
War was covered by productive assets like railways, irriga- 
tion works, etc., it had not the regrettable meaning which 
it had in many other countries. It is true of course that the 
e 3 q>enditure of these loans could have been so managed as 
to expedite the creation and growth of Indian industries in 
place of Britiib Industrie. And apart from this omission, 

• it could be argued that our public debt deprived private 
trade and industry of the resources it needed more urgent^. 
It wou^ be more legitimate, however, to criticise our boi^- 

<m the ground that it took no accont of 
incorket condi^ns the ^te of trade and businem 
^ loans , ^ investnmnts 

Me m #Bmd M tlisy have sometimes aggravaM 
the prMiue bh M avoided tal^ig 
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advantage <d idle savings and assisting inveetmea^. 
yeaxs of abundant funds 1930-38^ lor exan^le, Govei^ali^i 
idiowed tiiemselves keen (m conversion uperatIffiDS and in 
no yea]>did the tender of cash accepted in the nctutrid 
20 crores. In most years, the tender accepted fell xhun^ 
below 15 crores. * 


So lon^ as borrowing is undertaken for productive pur- 
poses and the credit of the Grovernment is hi{^, the public 
debt performs an important service towards banking awd 
business. It, supplies the market with the most market- 
table kind of security. Ordinary banks find in it a means 
of cyclical or secular adaptation, while the. Central bank 
depends on it within the limits of its character or law, for 
open market operations. Individuals and business look on 
it as an investment and the most dependable means to raise 
loans. 

On 31st March 1939, the ag^egate rupee debt of the Gov- 
ernment of India and provincial Governments stood at 
about 440 crores and the sterling debt at about £300m. To 
the rupee debt, we must add the loans of independent 
bodies like the corporations of Bombay, Calcutta, etc., which 
have statutory powers to borrow directly on their own ac- 
count. The rupee debt of Governments thus was more than 
twice the average note-circulation and more than one and 
a half times the fixed and current deposits of banks with a 
paid-up capital of 1 lakh and more. It is very unlikely that 
of the aggregate public debt of India, more than 150 crores 
of the rupee debt was held by all commercial and co-ope- 
rative banks put together. During World War II the export 
surplus was used to repatriate our foreign debt, and to create 
foreign i.e. British obligations towards this country to the 
extent of more than 1,200 crores rupees. The addition to 
the domestic unjnroductive debt itself exceeds WO crores, 

VI , 

AGRICULTURE AND LONG-TERM CAPITALt ^ 

The suppfy of long-term capial to the peasant«and cultir 
vator is one of those economic problems of India wl^h 

• See pp. *15-91Tj BIMI* » • 



4M aanA ^ 

have yet to be dealt indth on any significant scale. With tbe 
Bume^-tender’and other indigenous agencies of rural credit^ 
diere hardly deists a distinction between short-term and 
hmg'term finmice. In spite of changes of law and status, 
their mutual relationships still retain the basic elonents of 
a hereditary joint enterprise. Co-operation which aspires 
to r^laice these ancient agencies has avowedly concentrat- 
ed itself on the supply of seasonal or at ^e most interme- 
diate credit. There is a genial agreement that long-term 
finance must be undertaken by a special type^ of organiza- 
tion like land-mortgage banks. ^ 

It* is unlikely that one "Uniform type of credit agency will 
be able to satisfy the long-term needs of different classes of 
agriculturists. The big landlord or zemindar should be 
able in all ordinary circumstances to raise funds from com- 
mercial banks in the country. For the small agriculturists, 
mutual guarantee, and intimate knowledge and association 
implied in co-operation are probably the only basis on which 
funds could be raised and banking operations managed 
with success. A partial modification of the co-operative 
basis may be necessary to the extent that the shortcomings 
of agriculturists in business ability, knowledge, etc., have 
to be remedied by the admission of non-agricultural persons 
into the management and organisation of such institutions. 
As the Banking Enquiry Committe well observed; “While 
mutual knowledge of, and control' over, one another among 
members is the insistent feature in the case of the 
imlimited liability credit society, the insistence in the case 
of a land-mortgage credit society with limited liability is on 
th,e capacity and business habits of the directorate in order 
to ensure sound valuation of security, careful investigation 
of titles, correct assesment of the borrower's credit and 
i:qpaying capacity, and efiicientlmanagement of affairs.^* 

In ld37rfi, therefyrere land-mortgage banks in British 
India and 35 more in Native States. Only a few provinces 
Ind Sfetes like %>mbay, Madras and Mysore have central 
lat^-mortgage banks while the bulk is cbmpojsed of primary 

*■« -■■■•s'*'' 
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land-mortgage banfas or societies.'^ The sluum capital^ 
bentures, and loans received from central banks anx^ socie- 
Ues of the aforesaid 166 societies in Briti^ India aggregate 
to less than 2i crores. Provincial Governments have ap* 
pointed their officers on the managements of these buike 
and services of officers of the revenue or co-operation, d^ 
partments have been placed at their disposal. 


In defining the area over which these banks or societies 
have to operate, physical difficulties of transport, etc., have 
to be carefuUy weighed. The Punjab and Bombay provin- 
ces have adopted the same territorial unit, the t^sil or 
taluka and more often the district. In Madras, a radius of 
5 miles is judged more appropriate and there is a further 
tendency to limif the banks to fertile areas. Where the 
district is selected as the area it has been found that fhe 
bulk of applications is drawn from the area in the neigh- 
bourhood of the headquarters of the bank, the more dist- 
ant tehsils or talukas finding the procedure more expen- 
sive or not easily available. 




Equally with management, finance is the crux of the pro- 
blem. U is clear that share capital cannot furnish more 
than a naction of the working fund. It may not be practi- 
cable or indeed desirable to depend on short-term deposits 
for investments which must extend over 10 to 20 years, if 
not indeed longer. In Bengal, deposits running from 2 to 5 
years have been raised. But it is still a question to be de- 
cided whether it would not be wiser in the long run to pro^ 
hibit the acceptance of deposits or at least to limit them as 
to currency, volume, etc. 

The dotation of debentures 'must, therefore, be the chief 
means of raising the necessary working funds. The success 
of ddt)enture 5 depends entirely on the status of the author- 
ity which issues them or on the guarantees offered. Since- 
primary banks can hardly command the requisite prestige- 
and credit, the central land-mortgage bank as in Madras 

•to) Bwod* 1 mm »c6Btwl L.-H. Bank but It dtwptly wMli agikwltmtott. SoSW’ 
•onM other State* like Codiiii Mid Travanoore. . 

to) InBaifrf.tlMPiiBiabMidtlMCP.,P»®vlBetol€o<!i»et*tlveaaBtoaetafl«weto- 
idal l*nd>mortoaflelMiiks. 
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to undertake l^e 


Dmb ilijMy^itees'in are of two kinds, bi sonM» 

Uie {xrcndnciftl Government have been guaranti^ as to 
eiffitf fnineipid or toterest or both and in Bombs^ and else- 
'jvhere have, even snbsoiibed to them. In most cases, Ihe 
tk^b^tures enjoy the privilege and status of trustee secu- 


rities. Ihe other form' of guarantee consists in the limita- 
tion i3i the issue of debentures. It has been suggested that 
the volume of debentures should not exceed 15 to 20 times 
die pidd-up capital of the issuing mortgage banks or half the 
value of property mcurtgaged to them. As primary societies 
ouniot float debranttures, their working fund is composed 
largely of loans from central land-mortgage banks.* 

I 


Safety of funds is sought not only by conservative man- 
agement but «dso by various restrictions on lending. It has 
been the practice in Bombay not to advance more than half 
the value of mortgaged property. In Bombay and Bengal, 
loans are further limited to 10 to 20 times the share capital 
of the borrower. In the Punjab, the limit prescribed is 30 
times the land revenue paid by the borrower. It has been 
. suggested that the maximum advance should not exceed a 
certain figure, two, five or ten thousand being mentioned. 
Periods for which loans should run arie defined variously in 
differmit provinces. Equated payments are spread over 161 


* Capital and 
other 
liabilities 
(in 000s) 

Percentage Percentage 
of pd.-capital of Debentures 
to 1 to 1 

Percentage 
of loans 
from C. C. 
to 1 

Bomtey Ptovinolal Co4>p. l^nd 
Mortgaffe Bank Ltd. 

2100 

10.6 

77.1 

! 

Naaik Diat. CoKH*- Land Mort- 
gage Bank Ltd. 1808 June ... 

118 

10.9 


77.1 

::Bufat Dlat-Go-pp. Land Mort- 
gage Bank Ltd. 

158 

18.9 


78.1 

Dbwwur mat. CoJOp. Land 
MottMe B«d( Ltd. 

230 



77.8 

Belgadm Bist. CdOp. Land 
Mortgage Bank Ltd* 

148 

10.8 


80.1 

rMbm Tdttit* OoOp. Land 
. Iiaiii.e* Baak Ltd. ^ 

259 

4.9 


74.9 


*m 

8,T 


80^0 



OaO 


08,7 

Lai|iiyNtovt|^^ BadkLtd* *•• 

150 

le.r 


♦ 00.8 



1 ' 


f:: 


IBKi OamAL lilllSB^ 


«;*: - ; 

¥ 


in MMras wlitte periods of tO to 20 yeus or 20 W ^ 
?^a|ri( are either suggested or in vogue in oth^ prev|pceSi 
- The 4iue6tion of^ inanagexnent and co-ordination is, aa 
stressed above, not less in^Kirtant than that of > fimaice. 


De&ults, acQumulation of over-dues, favouritinn in tii^ 
grant of loans, the misuse of their position by directors to 
secure loans for themselves are evils to which these sode- 
ties are as prone as the ordinary co-operative credit sode- 
ties. The spirit and working of central co-operative land- 
mortgage bagks no less than the needs of agriculture would 
obvimisly be better served if joint-stock banks were persu- 
aded to become members of the central institutions.* A 
more difficult and urgent problem is to co-ordinate tile 
working of mortgsfj^e banks and ordinary co-operative cre- 
dit societies. Their mutual co-operation cannot but ’be of 
mutual advantage. At the same time, every precaution has 
to be taken in order that only solvent and well-mana^d 
societies of the latter class should be admitted to such par- 
ticipation in the activities of mortgage banks. 

In the existing circumstances, the main service of land- 


mortgage banks must be to release the small land-owner 


/ 

• Percentage 

Loan per ap- 

Pereentage 

Cash and 

of applica- 

plicant 

of loans due 

Bank 

tioiifi granted 

from members 

Balances-^ 



iu total 


to 

Pereentage 


applications < 


Ifalrflities 

liabUitles 

Nasik Wnt. Co-Op. Land 
Mortiame Bank Ltd. ... 






inao 

19.7 

1.418 



IttSIT 

46. H 

1.11S 

82.4 



1939 

60.8 

1,980 

87.5 

1.3 

Surat Dint. ro4>p. I.And 






Morigajgc Bank Ltd. ... 

1937 

26.7 

1.282 



19»8 

21.9 

2.990 



iSharwar IMst. Co-op. Land 
Mortimic Bank Ltd. 

1939 


2,104 

83.8 

0.6 

1036 


1.875 

76,3 

6.0 

1930 

14.7 

1,586 

74.7 


Bdoauin Dist. Cx>-Op I.«tid 
Mortgaffc Bank Ltd — 

1039 



90.7 

2.7 

Pachora Taluka Co-Op. 






Land Mortgaiie Bank 
Ijtd. ••• ••• 

1980 


823 

74.8 


Ilttbli. DiatXo-op. :Laiul 
HorCsaiee Bank Ltd. ... 

1930 



89.6 


Poona .Dint-Co-op. Land 




6 


librtffage Bank Ltd. ... 

1935 + 





to X 

84.8 , 

1,170 


4 


1939 « 



%91.8 

1 

1.7 

Bast Kband^fih DIat Co-op. I^and 




MortfOi^ Bank Ltd. ... 

1985+ 





to X 

14.5 


86.6 



1939» 
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^ aiid cultivator from his load of past indebtedness. In otiier 
wordsj^the debt to the private money-lender with its high 
rate of interest is to be replaced with a debt to the land- 
mortj^qge bank at a lower rate of interest* and an arrange^ 
i^ient/for systematic repayment has to be enforced. It is 
obvious that this aUeviation of burdens will be a genuine 
smr^oe to agriculture only to the extent that high rates of 
interest are the chief cause of the agriculturist’s continued 
indebtedness and he is willing to adopt a hi^er standard 
of business ethics towards land-mortgage ban^. Till this 
vast load of indebtedness inherited from the past is liqui- 
dated, questions of improvement of land, technique of pro- 
duction, etc., must stand inevitably postponed. As a matter 
of fact, the bulk of the present loans of lahd-mortgage banks 
is intended for liquidating old debts incurred largely for 
non-productive purposes.f It must not also be overlooked 
that the borrower approaches the private money-lender as 
an initial step to raise loans for improvement of land and 
other quite legitimate objects. When the improvemmits are 
executed and the security proportimiately enhanced, he 
applies to the mortgage banks to release him from the hold 
of the private lender. This circumlocutory and therefore 
expensive procedure is largely due to the ^l^toriness and 
inelasticity inseparable from institutional financial opera- 
tiems. 


^ Th<^ primury bankg in Bombay Province lend to their member bonowerg at 6 per cent 
while the Provincial Land Mortgage Bank lends them at per cent. 


t In Pereentages of Total Loans. 


Loans for 
repayment of 
Old Debts 

Loans for 
I.and Pur- 
chase or re- 
demption 

Loans for 
Land Im- 
provement 

Peroenlage 
of recove- 
ries to dues 

The Pui^nb. 1090-80 ... 46.8 

4d.B • 

6.9 


NmOc Dfit. Co<ap. Land 

Mortg^ie Bulk Ud. M.S 

4.1 



tl.O 

Dhnmiur nist. Co-op. Land 
jforlgaie Bank Ltd. 1086 ... 

..an*. 


48.4 

PwAmm tUoka Co-op. Lfiid ^ 

^lottgoae Bank Ltd. ... M.d 

Foona Oiat. Co-on. Load 

ifottioso Bank LCd^. IMfdiP ST.S 

8.8 

0.0 

4.8 

80.8 

BartKhnadeahlMBt. Co<«p. LiM 
Xi<»t«ace8aiik l4d. MM+ 

, to X 

- ...... 



05.4 


05.4 
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MONETARY TRENDS OF WAR & PEACE 


Leaving out of account forei^ loans or any inves^ 
znents held abroad, a country caii find the means for war 
by withdrawing men and resources from the employments 
of peace, by more intensified exploitation of resources 
hitherto used or unused and finally by postponing 
Teplacement«of equipment built up during years of peace. 
The ordinary financial or monetary equivalents of these 
sources of sinews of war are tl\e consumption-expenditure, 
ordinary savings and depreciation reserves of the commu- 
nity in the aggregate. The most straightforward means to 
finance a war is therefore to levy the maximum taxation on 
individual and corporate incomes and/or to compel or pre- 
vail on all classes of people to subscribe the excess over 
minimum of consumption to public loans. It is not found 
feasible, however, in every country to employ taxation In 
such a manner as to reach every income-receiver or to equa- 
lise incomes and yet retain the economic incentive required 
to reinfoftiAe the urge of patriotism. Unequal incomes create 
tw6 difficulties. Firstly, they mean unequal consumption 
out of a strictly limited stock of things to prevent which 
rationing and price-controls have to be invoked. Secondly, 
combined with rationing and price-control, unequal incomes 
mean unequal savings which mi^t run into idle hoards or 
undesirable forms of investment unless they are intercepted 
at the source or forms of investment are strictly controlled. 

‘ Taxation and loans were the principal means by which 
the United Kingdom and the United States met the bill of 
World War II. Profiting &om the experience of World 
War I, both countries had formulated their financial policies 
with the utmost care and completeness and lost no time 
in putting them into effect In India, fore-thought had^o 
place in the policies of the Briti^ Government and hap- 
hazi^ measures, improvisation, conflict- of pc^cies, e%c. 
to Hie lot of the bewildered aiid unorganised peopli. 
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MONETAR7 

liSImiicial and Ecomnnic Fi^Mes ^ ^ c 

: Hie financial and economic policies of war 3 reaij^ nidst 
be judged against the- avowals or confessions of the Finance 
MCTEiber from time to time about economic conditions in 
the country. When he presented his three budgets for t}^ 
years 1940-41 to 1942-43, he foimd no cause for any seriofis 
concern. The budget of 1940-41 found the prices of the chief 
articles of export 40 per cent higher than at the outbreak 
of the war and there was no marked difference in the trend 
of prices of raw materials, of industrial commodities, of 
food, etc. ‘The different branches of the national eco- 
nomy,” averred the Finance Monber, “are moving forward 
in fair iinison and there is no need to fear, for the present 
any rate, a lop-sided development with serious cleavages 
in interest.” The downfall of France and the loss of con- 
tinental markets caused some deterioration in prices but at 
the time of the budget of 1941-42, they were still 15 per 
cent higher than in September 1939. The general indices 
of progress like railway and postal traffic still showed im- 
provement and the value of exports still ran at the old 
level. The Roger Mission on output of munitions, the East- 
ern Groui^ Supply Council and the programme of placing 
supply orders two years ahead were described by the 
Finance Member as tremendous developments in the 
supply field which “must necessarily give a great stimulus 
to Indian industries.” In presenting the next budget, he 
assured the legislature that “on the whole this country has 
been fortunate; the balance has" so far been to her 
advantage.” 

It was when presenting his budget of 1943-44 that for 
the first time the Finance Member admitted some cause for 
uneasiness. “It would be idle to pret^d,” he said, “that 
in ^e last twelve months unfavourable factors have not 
gained relatively to the favourable. ^ ; Prices have risen 
and, as in parts of the wbrM, an increased mb|^^ , 

income is being expended on a sma^er stream of imnie- ' 
diatriy available goods.” this admSsidoh in 

eari^ part of his i^teedb, he ckii^bted stdK^ue^ 




U-td diiEy»rove the extstoice M any In thn 

wM now be regarded 

only ^ historical curiosities. The ceiling of the maximum 
utiliss^n of available man-power and resources- was not 
yet Inched and increase of currency was apparently the 
d^eans in the opinion of the Finance Member to reach it! 
i The imposi^bility of increasing the volume of commercial 
.in^>6rts and the futility of any upward movement of ex- 
change rate were held as another valid excuse for adding 
to the note circulation. Sterling balances in India’s favour 
could not have any bearing on the internal problem which 
was to make disbursemaits in Indian currency. Since the 
only inflation which die Finance Member was willing to 
reco^ise was the inflation in the countries “which suffered 
utter defeat in the last war”, the assured victory of the 
United Nations itself gave us guarantee against inflation! 
Indebtedness of the U.K. had been kept low while there 
were sterling debts to be repatriated and pure credit infla- 
tion had been avoided by making cash payment against “a 
block of investment waiting to be taken up by the naticm”. 
Finally, rate of turn-over of money was falling and in any 
case, high prices must require more currency to support 
them! 


Yet in his budget speech of 1941-42, there had occurred 
tins ciixious passage; “No one would wish to see repeated 
the period of hectically inflated prices which ruled towards 
die end of the last but we can rely upon steadily in- 
creash^ industrial effort during the present one. wit^i con- 
sequences which seem likely permanently to affect India’s- 
^position among. the industrial naticms of the world.” So, 
the Finance Monb^ was cuvaxe of other degrees of “hec- 
dcally inflated pric^”. But this was at a time when pros- 
pects,, of any inflation appeared remote. Nor was he alto- 
0ther unaware of the duty which such inflation casts on 
the U^veriunen^ X year i^lier, when he presented his 
' bUfflEet of anddst *Tavourable condidons”, he stated 

die “Nevertheliess, it is 

d^pu^ been reached at which ;in 
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^y «d^tion to the ordinary^ process of taxation, it is v 

duty of the Government to malm a b^^innihg mdi 
sUres of a kind which will assist in relieving the prfissiare of 
enhanced volume of purchasing power on the inevitably 
limited supplies of goods and services which are available 
for private consumption at the. present time.’* •* 

In the budget of 1944-45, tl^ Finance Member casts olf 
any pretence. “Whether we approach the matter from the 
viewpoint of building the new India of our hopes, or from 
mitigating the hardships of the immediate present, it is 
clearly our paramount duty to deal first with the menace 
of inflation.” So ran his new revelation. Among the “re- 
solute measures of a two-fold character launched by the 
Government in* the monetary field and in the sphere of 
control of commodities”, he listed all-India statutory price - 
control of foodstuffs, cloth control, release of woollen cloth- 
ing from defence requirements and the Hoarding and Pro- 
fiteering Ordinance. For the rest, his fiscal measures were 
devised to close the gap estimated at 250 crores between the 
total of our taxation and borrowing on the one hand and 
the total of rupee outgoings on the other. 

Inflation or Loans? 

The annual visible monetary savings and investment of 
India progressed at a rate of approximately Rs. 100 crores 
during the decade 1921-1930. During the four years 1939- 
1943, which excludes the great inflation year 1944, the 
accumulation rate appears to have reached Rs. 300 
crores. While during the earlier years, precious metals 
claimed more than a third and the permanent public debt 
about a quarter of the annual savings, the War has enabled 
bank deposits and public loans to oust almost every other 
visible form of holding savings like precious metals, post^ 
office savings and certificatea, scrips of joint-stock compa- 
nies, insurance, etc. The public debt of India is now res- 
ponsible for more than half of the v^ble investment, and 
bank deposits for more than a ildrd. , . 

The story of how this growth in the volume of 
‘savings has taken plaoe and i^w pubhc debt, and 



^h 9 ve approfoiated fiye-sixihs of those savings is very sim- 
ple axid may be told in non-technicarianguage in the follow- 
ing madher. Between 1940 and 1944, England and her Allies 
purdiased goods for use in or outside India to the monetary 
value of about Rs. 1,200 crores. During the same period, 
lijdia alsa financed her War expenditure which was in ex- 
cess of her revenues by more than.Rs. 300 crores. Unable 
or unwilling to offer in return any gCods or capital assets, 
_ the Allies could have paid for their purchases from indi- 
viduals only by means of loans raised in India. ^ Similarly, 
having exceeded its income resources, the Government oi 
India eould finance itself only by loans in the same manner. 
It would now be futile to discuss why the* British Govern- 
ment did not assemble and offer British* investments in 
India as in the United States or why the Indian Govern- 
ment did not adopt more drastic measures of taxation in- 
cluding a war-time capital levy. Actually, against the 
aggregate expenditure of more than Rs. 1,500 crores, the 
Government of India on whom fell the responsibility to 
find domestic finance for both the expenditures, could not 
raise public loans of more than about Rs. 600 crores. Of 
course, these figures of Rs. 1,500 crores and Rs. 600 crores 
must not be taken in the absolute sense because they are 
what they are only on account of the inflationary means 
adopted to fill the gap. What is important and relevant is 
the proportion between expenditure requirements and 
available means which they roughly indicate. The Indian 
authorities met the disproportion by accepting the mere 
paper promises of England called the sterling holdings of 
the Reserve Bank of India to the extent of about Rs. SOO 
crores and issuing currency notes against them to the 
extent of Rs. 820 crores. As notes were issued from week 
to week and month to month, the rise of prices caused a 
simultaneous j^ow^^oth in the value of Allied purchases 
and t^e need to issue more currency notes. The goods sup;-. 
plied tp -.|he Alli^ came ultimately out of the conusmption 
pf those people whose incomes f^ in purchasing power on 
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' Recount of rise of prices. It was a forced loan from class^ • 
who could least afford it. • ' 

The rise of prices approximately in the proportion of 100 : 
250 raised money incomes which in the ordinary course of 
things should have raised monetary savings in about 
same proportion. But the rationing and price control of 
certain goods as they came into force for one commodity 
after another no less than the non-availability of certain 
other goods curtailed ordinary opportunities of expendi- 
ture and tubs reinforced the normal influences which create 
savings. The volume of savings tended thus to swell still 
further. At the same time, legal or administrative restric- . 
tions or prohibitions altered materially the normsd channels 
into which the community directed its savings. New capital 
issues were licensed and imports of precious metals and 
house-building came practically to A standstill. The way 
was thus apparently cleared for canalization of all savings 
into bank deposits or public loans but for the fact that there 
were still pre-existing assets like land and the operation of 
heavy taxation, excess profits duty and above all black mar- 
kets had already created a new rival to bank deposits 
and public loans, namely currency hoards. The size of 
these hoards must in the aggregate reach impressive dimen- 
sions since against a rise in the note issue from less than 
Rs. 200 crores to about Rs. 1,000 crores, i.e., a five-fold in- 
crease, the prices of both controlled and imcontrolled com- 
modities and capital assets have not risen by more than 
2 \ to3 times the pre-War level. 

Failure of Loan Finance 

This inflationary procedure of war finance raises the 
question whether the failure to raise sufficient loans was 
unavoidable. During the more normal years, 1921-1930, 
when prices on the whole were sagging and there were no 
prohibiti<»)s on capital issues and no cessation of imports of 
precious metals or house-building, the public debt was 
growing at an average annual rai^ of about Rs. 25 ermres. 
Precious metals and paid-up c^i^tal of joint-stock 
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'■■■iBi^---w4a:e abswbing <m tbe average about Rs. 50 crorea 
ffiniiually^ In other words, at a much lower price level and 
widiout taking into account the much enlarged real na- 
tional income during the thirties, these sources alone could 
haye furnished Us. 75 crores annually or Rs. 300 crores in 
foiitf years; |t is difficult to estimate the savings .which 
arere releasable from house-building which was then pass- 
ii\g through a great boom. It is reasonable to suppose that 
investment in housing could not be much short of our 
annual consumption of precious metals. Thus against the. 
price-inflated requirements of Rs. 1,500 crores in four years 
of War, there is to be set our normal capacity to furnish 
without curtailment of ordinary consumption an output of 
Rs. 400 to Rs. 500 crores which at war prices has to be 
valued at not less than Rs. 1,000 crores. 

Apart from the identifleation of the public mind with a 
cause, the most powerful inducement to attract savings 
into public loans is undoubtedly the interest rate offered. 
It appears that it was decided from the very first that the^ 
era of low interest rates amidst which the War^ started 

« ould be continued into the War itself, presumably in the 
terests of public borrowing. The decision, by itself is not 
to be blamed, provided the implications of it were, fully 
realized and translated into action. A particular level of 
interest rates for public borrowing is, however, appropriate 
and effective 6nly when it is properly related to the returns 
on alteitnative investments. In England, for example, the 
War was made a successful 2 or 2^ per cent war only be- 
cause wholesale rationing and price controls created a 
volume of enforced savings, and over-all and drastic con- 
trols of profits and civflian output made alternative invest- 
ments ^ufficimitly unattractive. In India, rotioning and 
pri<^ control arrived in a tardy and haphazard manner and 
cot^ oewm* onl;|f a fdW cenhm^ties and, what is more im- 
portant, only in a few bigger, places. High income tax, 
nyj^^ tSK and introduced at a . fairly 

eii^iy atajt^e of ^e the profit 

imml 6f but, wi^ output uncontrolled 
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liiW rates for loans and advances, allows ^ a inalte^; • 
of fact profit margins twice and thrice as liffg^ ill tn 
peace times. TKHien at length the Governm^itt awoke 
the budget of 1944 to the need of more drastic steps, capital 
values had already doubled and trebled t^mrolves. Morg- 
ovw*, land, the main outlet for ' investment in the rti^l 
areas, although growing more attractive with rise of prices 
of produce, remained altogether outside the range of the 
Central Government’s power. While alternative invest* 
ments acted in this manner as a magnet for public savings, 
low interest rates for public borrowings invited their own 
frustration by reducing the cost of liquidity and eftcour- 
aging people to hoard resources in the form of currency 
notes and bank balances. It may, therefore, be truly said 
that the essential prerequisites of low interest rates were 
not adequately grasped and certainly were never fulfilled 
to the required degree in India, Whether the cause of the 
ultimate financial impasse is to be ascribed to the choice 
of a wrong finsmcial policy or to administrative failure 
must depend on our judgment about the scope and poten- 
tialities pi legal and administrative action in this country. 
In the abstract, the choice lay between over-all and effect- 
ive controls and effective levels of interest rates for 
borrowing. In actual practice, since large sectors of the 
economic system were bound in any circumstances to lie 
outside the range of Government’s power, the proper policy 
for financing the War should have been on the one hand 
to raise moderately the rates of interest and on the other 
to take whatever measures were available to restrict and 
curtail returns on alternative investment. As the present 
writer observed on the outbreak of the War: With a rigidly 
controlled foreign exchange market and a scale of rdUitive 
d^muids furnished by a (tefinite objective like the prosecu* 
tion of War, interest rates qi Eii^and have fc^hial 

significance. With a ' largely uncontrolled ec^ontya lil|e 
that of India, interest rates are a real mid ac^ve 
' regulation/ v.-..-''.. 



^ Indeed, India aeraos destined to pass through a qubcdtic 
phase of financial experience. During the years of War 
when liigh^ interest rates could have moderated the degree 
of necessary mfiation by inducing the public to subscribe to 
public loans and investment such as was possible required 
I& stimulus of this kind, the country got the blessing of low 
rates. When the requirements of full employment and 
rapid growth should make in post-war years low rates very 
imperative, it is more than porbable that higher rates will 
prevail in a struggle to hold in check the potential inflation 
implicit in hoarded currency and bank balances and, in the 
absenire of a proper exchange policy, the trend to adverse 
trade balance Implicit in an inflated price level. The pen- 
nies gained on the interest charge of public debt will have 
as their nemesis the pounds lost on the actual inflation of 
War years and the probable deflation of post-war years. 

Structure of Banking 

The War has proved a stimulus to banking in ways which 
could hardly be anticipated. When military developments 
removed machinery and capital equipment beyond the 
reach of India, enterprise largely financial in outlook and 
motive began to look about for other avenues which were 
not barred by such pre-requisites. It was not difficult to 
discover that banking requires as little capital equipment 
as insurance companies and very much less than farms, 
dairies pr rubber and tea plantations. Its chief working 
faistrument, viz, short-term funds, the War itself was sup- 
plying in unprecedented abimdance. But for tardy checks 
on capital issues of all kinds, the business of banking pro- 
mised fair to assume the proportions of a ra^g epidemic. 

The scheduled banks other than exchange banks have 
maintained their pre-War rate of growth and regional ex- 
pansion. Fifty in 1936, the number- was 61 in the first" year 
of War---lfi39^ T1 in 1943 and 84 in 1947. Starting with 828 
branches in :^6, th^ added 449 1939 and an additional 

448 by: of War years, the 

ihnp^^ Bank and the Big Five were responsible for 150. 
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» Incliat^g pay officer, sutM}^Etoes and head-offices, tifie total 
numbejj^ of brandies etc. for all scheduled banks ran into SySlQ* 
by the’end of 1946. Of these, the Imperial Bank claimed 445,. 
the Big F^ve 780 and other scheduled banks 2,207.' 

one should expect from the operation of the Indian 
Cbmpany I^aw, 1936, the number of non-scheduled banks 
has fallen steadily from 626 in 1938 to about S57 in 1943. 
In other words, about two-thirds of the branches of War 
years imd the bulk of regional expansion are to be ascribed 
to the smaller scheduled banks or to new banks which hold 
less than 40 per cent of the deposits of Indian joint-stock 
and 20 per cent of the deposits of the Indian banking sys- 
tem. In spite of the enormous inflation of deposits, the 
volume of resources per branch rarely exceeds in ^eir 
case Rs. 15 lakhs and in most cases lies in the neighbour- 
hood of Rs. 3 lakh^ only. But it is also necessary to record 
here that with very few exceptions the multiplication of 
branches has not caused a fall in the volume of resources 
per branch and in most cases it shows improvement.* 
Nevertheless, this rather exhilarating expansion in bank- 
ing business is on the whole free from any perceptible 
weakening of the banking structure as a whole. The War 
has, if anything, intensified the pre-War trend to a higher 
degree of concentration. The relative position of the Im- 
perial Bank, exchange banks and Indian joint-stock banks 
remained indeed more or less imaffected till the end of 
• 1941. The enh:y of Japan into the War proved the real ad- 
verse factor for exchange banks whose proportion of aggrer 
gate deposit resources of the country declined for the first 
' time in a marked manner from a little under 29.5 per cent 
before the War to about 25 in 1942 and less than 20 per 
cent by 1943. The Imperial Bank with its new ventture into 
the field of exchange business and its high prestige and 
favoiu* with big clientele reaped tlm bulk of the advantage 
from the loss of ground suffered by exchange banks, im- 
pro^ll its share to about 37 per cent in 1942 but receding 
to less^^ than 30 per by 1943. The relative position 
fodSem j<^t^odt^^^^^b^ a sbride in 1943, rising £rapx 

. • IStlUitoUmp. 68.' 
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il^ut 38 per o^t in 1989 to 46 per cent of tiie total deposits^ 
^ the Indian banking system. ^ 

Among the Indian joint>stock banks themselves, the pi^ 
cess of concentration made noticeable progress till 19^, 
but the rise of new banks suddenly reversed the trend in, 
1943. Of the 46 per cent of agj^gate deposits held by 
Indian joint>stock banks, the Big Five increased their share 
from less than 70 per cent in 1939 to more than 80 per cent 
in 1942, but lost heavily in 1943 to less than 60 per cent; 
and the Big €even recorded a fall from more than 75 per 
cent to 61 per cent. 

War Structure of Liabilities* 

• 

From the standpoint of practical banking and banking 
policy in general, a striking feature of the years of War 
is no doubt the change which has taken place in the charac- 
ter of the working resources ox banks. About the onset ' of 
the War, fixed deposits accoimted for about half of the 
deposit liabilities of banks. During the War, fixed deposits 
have hardly increase, while current deposits halve mount- 
ed very fast. By 1943, fixed deposits amoimted to no more 
than about a quarter of the total.f It is true that tibis 
change is the continuation of a process which was initiaited 
during World War I and was reinforced by certain other 
powerful causes in post-war years. But the extent of the 
present change within the short space of tixne during which* 
it has materialized is so striking that mere continuation of 
an existing trend is no more than a small part of the 
explanation. 

We must first inquire into the public preference for 
different forms of investment and the position of 'bankuig 
funds relatively to other funds. The decade 1921-30 may 
be taken as representing stable conditions. While mone- 

miMMl/t C« to Dippitt*) : - 

Big Five. Centroi. India. Aliabobod. BaMda. Fimidb. tapcftal. 
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tary changes were not altogether absent, the stability in 
the v< 2 ^ume of deposits eliminated one complicating factor. 
Besides, India* continued to play in these years her normal 
role as an importer of precious metaiLs. Assuming that the 
, ^latively high prices at the outset of the period were more 
iSr less balanced by the relatively low prices at the end, 
the total volume of visible savings for this period appears 
to be in the neighbourhood of Rs. 900 crores. These visible 
savings were distributed roughly as follows: 

' Rs.. (irf crores) 

1921-30 1931-89 1989-48 


■Gro^h in bank deposits 

.nil 

55 

364 

Growth in Post Office savings and 
cash certificates 

50 

GO 

15 

Growth in Working capital of 

co-operative societies 

55 

15 

30 

Growth in Paid-up capital and 

reserves of joint-stock compani^. 

120 

52 

50 

Growth in Public Debt (minus 

increment in bank holdings) 

180 

38 

350 

Growth in Premium income of 
insurance companies 

70 

148 

15 

Growth in Precious metals 

350 

— 

— 

Total 

825 

364 

794 

Annual Increment Rate 

82 

30 

200 


While the present level of prices and incomes has multi- 
plied the volume of monetary savings several-fold, the War 
has distorted out of shape the familiar pattern of invest- 
ment. Post office savings and cash certificates have fallen 
by several crores. The paid-up capital of joint-stock com- 
panies has hardly changed although their reserves have 
mounted considerably. The progress of co-operative credit 
societies had almost ceased before the War. As against the 
disappearance of the normal outlets of investments, the 
growth of bank deposits records an increase of about 
Rs. 400 crores, and public debt, of about Rs. sdo crores. A 
lar^ volume of our savings running annually at the present 
level of prides an^ ^comes into about 200 to '300 crores 
urhich in ordfinaiy times found viable investment is lurk- 
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iOlg somewhere in our economic system. If to the normal 
^lume of visible savings, we add other forms of savings 
of which there is no record, this lurking ca^ntal will*reach 
a still higher figure. Leaving aside normal investment in 
enterprises oth» than joint-stock, the pre-War investment 
in housing could not be other than very missive, perhaps* 
as large as our visible savings. House-building was in it.s 
boom phase during the few years before the War and has 
been altogether at a standstill dufing the War. 

There is little doubt that these floating savings have 
sought conv^ion into such durable assets as are available. 
Precious metals, however, were not allowed to be import- 
ed, except lately. Stocks of land and houses have re- 
malined more or less stable. Scrips of public companies 
have not received appreciable augmentation. Thus the 
search for safety has merely raised the prices of the^ 
assets and shifted the onus of applying the new savings 
from those who purchased to those who sold. It is probable' 
that a large part of these sale porceeds exists in the form 
of mere idle hoards of currency notes but the much larger 
'part has, it is to be feared, found its way ultimately into 
the hands, of those whom the distress, famine and priva- 
tions of War have compelled to consume their past savings. 
In other words, disinvestment or dissipaltion of capital on a 
scale never seen before in this country is noiv taking place 
before our eyes. 

Overshadowing by far this private disinvestment 65 
capital is the colossal process set in motion by the finance 
of War — of converting ordinary, genuine savings into con- 
sumption and destruction goods. The Government tried 
to seize public savings in the first instance by tstxation and' 
borrowing on an unprecedented scale and when these 
proved inadequate to meet the growing bill of Indian and 
Allied war expenditure, by the easy device of ^ inflation 
against sterling securities. • 

A war economy has to co;^ with shortages in many 
requirements not all of which have any comparable signi- 
ficance fdr life in peace time. I^ip-building, machineiy pt 
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vaxwm IdiMlSt chenucals df all kinds are examples of indtis^ 
tries which have as much significance for peace as for war. 
Prudihce should have made it obvious that India should 
conciNitrate On the creation of these industries rather than 
the exploitation of existing industries in pursuit of profits 
^arising <from Wsn:. Such a poHcy presents a two>fold prob- 
lem. A part of the fiow of economic resources into produc- 
tion of commodities which offer immediate profits but have 
little significance for the future, had to be diverted into 
these new industries as long-term investment. Control of 
capital issues, excess profits tax, etc. are the obvious means 
to thieve such an objective. Secondly, as private enter- 
price is not always prepared to launch into such new ven- 
tures, particularly during a war, it has to be considered 
whether the State itself should take the initiative, or de- 
piend on subsidies, administrative action and control, to 
secure the objectives. Unfortunately, such a long-range 
view does not appear to have commended itself to those 
who- took charge of the financial helm of the country. 

Instead, the concentration on ordinary consumption in- 
dustries to which all expenditure wais directed, while long- 
term investment or creation and acquisition of capital 
goods fell more or less into complete abeyance, multiplied 
several-fold the demand for working capital in general. 
There has thus taken place ai corresponding, unprecedented 
shift of funds from long-term to short-term employment, 
whether directly or via the Government. This is file main 
explanation of the relative stability of fixed deposits and 
the continuous and rapid growth of demand deposits. The 
profits of trade and industry are no longer useful as invest- 
ment funds to create or .extend capital equipment. They 
are mwe profitable when employed to enlarge the output 
from file existing scale of equipment. The operation' of 
this infiuehce not only in India but also in other countries 
is clearly reflected* in the changes of ownerriiip of demand 
de|}6rits n^pMCted as a remarkable developmnt from the 
Unih^ Statm and In the former comitry, an 

ihqiidry by the^^ 1^^ authorities reveals fiNstt 
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|^>%(ro^thirds of doniand doposits are at present owned^^ 
^Imsiness, while income deposits have fallen in relative tin- ^ 
portance. If a smilar investigaition into ownership ware 
nuKle in India the facts are not likely to be differast.* 


' Other reinforcing cau^s, but of minor degrees of impor* 
tance, may be compendiously epitomized as the tenden^ 
to seek increased liquidity. Low rates of interest generally 
•weajcen the inducement to hold fixed deposits and enhance 
the preference for liquid forms of wealth. Low interest 
rates are, however, an inheritance from the post-depression 
era. The non-availability of durable assets at prices which 
^re deemed safe has enhanced the safety value of current 
deposits. 


War Structure of Assetsf 


The investment of their funds by banks were dominated 
by two factors, the heavy fall in the demand for loans and 
advances, and the unappeasable demand of Government 
for loans from the public. Between 1939 and 1945 the 
loans, cash credits and bills of scheduled banks have fallen 
in percentage of their deposits from about 58 to 20; those 
of the {imperial Baoik of India, from 55 to about 18; those 
of the Big Five, from 54 to about 30. As the War progressed 
trade and industry gradually released themselves "from de- 
pendence on banks for their ordinary working capital. A 
large part of their earnings and profits figures as current 
deposits and was used as working capital. Secondly, as 
Government made advance payments to contractors, their 
working capital reached them via the Government. To a 
more Hmited extent, the fall in the bank accommodation to 
trade and industry may be explained by the adverse effects 

9 

•Since this was written in 1944, the Reaerve Bank law compiled llffuies for one year, 
Denumd Depomtit qf SeheduUd Bmnk9 (1945 December end). 
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^ of War on inilividual markets like cotton, jute and bullion, 
etc., the legal restrictions on so^alled speculation, the eli> 
minati^ of intermediaries on account of direct piirdiase 
and acquisitimi by the Government and its agents, and the 

curtailment of exports and imports.* 

* 

Since cash credits, loans and bills fell to ha9f their pre* 
War importance in the portfolios of banks, they hlid no 
‘ alternative but to seek earning assets in Government secu- 
rities. The Big Five raised their investment in Govern- 
ment securities from about 28 per cent of deposits to ipore 
than 41 per cent and their holding of treasury bills from 3 
to dbbut 9 per cent. The Imperial Bank acted as the main 
support of Treasury Bills, 35 per cent of its total invest- 
ment of 70 per cent being accounted for by them in 1942. 
But depsite these high proportions, the ^id caused by fall- 
ing business accommodation was hardly filled. The cash 
ratios of all these banks ran at unusually high levels — 
about 15 per cent in the case of the scheduled banks; 15 to 
25 per cent in the case of the Imperial Bank of India; 18 
per cent in the case of the Big Five; and 11 per cent in the 
case of non-scheduled banks. In other words, their quick 
assets bore a much larger proportion to their deposits than 
ever before.f 

In their security portfolios, most banks observed the pru- 
dence of accumulaiting as large a proportion of medium- 
dated obligations as possible. In the case of important in- 
dividual banks, this proportion was reported to be as high 

*Loa>ui, Ca»h Credit tmd BUk (P. C. to Deposits) 

Bic ^irs Central' India AlUdiabad BniMa 

fIt...l8.0+84.T4-8.T 46.7+5.0 00.4+80.5+2.5 5.4+42.1+1.0 15.5+88.8+1.8 

1044 ... 7.7+18.5+8.4 20.0+5.0 10.0+14.0+1.8 — 5.0+20.4+1.4 

1045 ...10.2 +26.7+4.4 81. 8+— W.^V-W.S+S.O 1.8+35.4+5.5 0.7+20.0+8.4 

1046 ... — — — 1. 1+48.4 +2.5 — 

Ponjab Imperial ________ 

1080, 6i;2 12,1+85.2+7.5 

1044 27.8 6.8 + 18.7+4.4 

1045 28.1 11.6+18.8+8.| 

tCosA (P. C. Is Depesifs.) 

Biff Five Central India Allababad Borodn Punjab Itiqiteial 

1080 ...' 15i8 18.4 20.0 14.7 17.7 0.0 01.1 

1044 ... 18.2 16.0 12.5 — 16i8 15.8 11.0 

1048 18.0 14.8 18.8 15.8 15.8 10.8 18.0 

1048 ... — — _ 18.2 — — — 

4'. .*■ 
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«B ao to 25 per cart of Iheir ca|>ital aiid deposit! It 5 
however, be doubtful financiitl foresight to believe that 
medium-dated securities are a complete saf^juard ai^einst : 
the future. The situati<ni,was boimd to change at the eti^ 
of the War when and in proportion as present controls were 
relaxed or abrogated and normal investment trends revived. 

It is to be regretted that no steps were taken as in the 
Uhited States to compel banks to buy none but dated 
during the War. The waiming is all the more applicable to 
certain bajpiks which hold long-dated or undated securities 
in such hii^' proportions as 30 to 35 per cent 
With the prohibition or control of long-term investment 
and the creation of a superabimdance of working capital, it 
is hardly surprising that the low pre*War rates of interest 
should have fallen even lower during the War. The yield 
of 3i per cent security moved up and down according to 
the psychological reactions to the ivarying fortunes of tfie 
War and averaged to 3.66 which was higher than during 
pre-War years but lower than during the earlier War years.* 
Peace Time Trends * ' 


As to be expected, the close of the War caused a 
great fall in the volume of economic activity financed di- 
rectly by the Government and reduced the de^e for liqui- 
dity and large working balances. Even by the end of 1945 
the proportion of fixed deposits recorded a perceptible im- 
provement with the bigger banks. The change could not 
but be stirengthened by tiie hardening of interest- 
rates which set in about the middle of 1946 when the barJis 
raised both their borrowing and lending terms. Much 
more well-marked were the changes on the assets side. 
Investment in securities was checked in 1945 and with the 
great stringency of funds which developed from August 
1946, even reversed. Commercial banks unloaded their 
holdings while the Reserve Bank sou|^t to relieve hardeti- 
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^btig^eoin^tioiis by conti^iious purchases. Fall in the value ef 
all Govetrnment loans was qitite sustained and well-marked 
between August 1946 and the end of the busy season in 1947. 
But even more emphatic was thp trend in loans, cash cre- 
dit and bills which began to engross a larger and larger 
prdportioii of bank funds &om the end of the War. The 
year<e|id balance sheets of 1945 bore unmistakable testi- 
haony to the desire of all banks to replace as fast as possible 
this most lucrative asset of theirs. Cash continued at a 
Hslightly subdued level. c, 

Between August 1939 and August 1945, notes in circula- 
tion increased by a little more than five-fold. The corres- 
ponding expmision in demand deposits which are generally 
available as money was a little less than*four and a half 
times. It is not easy to make out how much of the increase 
in demand and time deposits is to be ascribed to the growth 
of the banking habit, i|e. the willingness of individuals to 
entrust their savings to banks rather than hold them in the 
form of cash and how much is due to the inflation of cash 
indicated roughly by the rise in ndte circulaition. The 
growth of the banking habit, although a minor factor rela- 
tively, is not unimpressive by itself. 

While the disparity between growth of note circulation 
and demand deposits is a little more than mere crude figures 
indicate, it is not such as to require any special explana- 
tion. In a country with undeveloped banking habit like 
India, the influences which govern the distribution of cash 
between banking and non-banking sections of the popula- 
tion must alwa}^ weigh in favour of the latter and this is 
likely to be all the more true if inflation of prices tends to 
raise the income of rural classes which are largely outside 
the orbit of banking genm’ally, at the expense of urban 
class^ which contribute very Uurgely to the deposits of 
banks. • 

Tl)p time and demand deposits of Indian banks stood at 
about 260 crores mi the outbreak of the War and stand today 
at more than 860 <9?bires. Now that the force of War ini^a^ 
tion l^(,no lon^r in t^peratioin, the future course of depoidts 
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has nottirally become a subject of interesting speculal^oi^ I 
and some concern to the banks. Appealing to past 
rience as the most easily availid>le guide, it is noted witii 
some wonder and much comfort that a. volume* of de|KMits 
once created has a tendency to stabilise itself— 4espitS even 
severe deflation and fall of prices. A ' distinguished ecdno* 
mist has accorded support to this belief by statistical an- 
alysis which shows that the difference between rising and 
falling phases of business activity \s a difference betwe^ 
the rates ^t which credit is created and not changes in the 
direction of growth of credit. 

To test the truth of this empirical fact, it is necessary to 
distinguish between two causes which are apparently held 
to have ai tendehcy to affect adversely the volume of depo- 
sits. The first and the most important cause is the defla- 
tion of prices and incomes such as takes places after a period 
of hectic rise in monetary circulation. It is clear that de- 
flation as such does not and need not imply a change in the 
public preference as between cash and deposits. What it 
does mean is a change in public preference in favour of 
liquid purchasing power in whatever form as against goods 
and asdbts, with a consequent fall in prices. It takes ^ect 
essentially as a change in the ownership of goods and assets 
on the one hand and money and deposits on the other. 
Those who feel that prices have fallen sufficiently are na- 
turally willing to hold goods, while others who are not cer- 
tain that deflation has reached its end continue to accumu- 
late liquid balances. Looked at from another angle, the 
process may be described as a continuing disparity between 
the velocity of circulation of goods on the one hand and 
velocity of circulation of money on the other. The dispa- 
rity comes to an end when the fall of prices equalises the 
disposition to hold goods and to hold money. A change in 
liquidity preference of this kind clearly does not require or : 
necessitate a fall in the volume of d^jpiosits. 

The second cause already iiuhcated above is an enhanced 
public preference for cash as against deposits. A change 
in the f(»in in whi^ purdiaidng power or inecnnies are lM^ } 



Ib significant firom the stand-point ctf eccmomic wcIt 

]^t if such a diange is not properly ' diagnosed and 
_ ecnmtnraStedj it might indeed cause a cumulative durinkage 
of depodts and lead to serious economic dislocations. If 
to® Central bank takes steps in time to satisfy the change in 
pifidic prctfer^ce by the issue of ^ more cash, deflation will 
be avoided and the only effect on the banking system will 
tje to raise ultimately the ratio of cash to deposits. In nor- 
mal times and circumstances, however, such a change in the 
habits of the public does not take place except very slowly 
and need not be reckoned as a serious factor in determining 
toe vobune of deposits. In more abnormal circihnstances 
like general loss of confidence in the stability of banks the 
rush for conversion of deposits into cash is apt to assume 
enormous proportions and the real question then is who 
should or could hold the liquid assets of the banking sys- 
tem pending recovery of confidence and supply cash in lieu 
of these ^ets. It is obvious that it is for the Central bank 
to be aware of the raison-de-etre of its existence and meet 
the situation particularly in the earlier stages when timely 
action is well calculated to forestall serious developments. 

The general concliision N^hich this analysis ^eads to is 
that there need be 'Uo deflation of deposits unless the 
Central bank desires it as the object of its monetary policy. 

Fears about likely fall in deposits overlook the important 
fact that the source of bank profits lies not merely in their 
volume but also in their turn-over. The balance sheets of 
banks do not directly reflect the turn-over as such.. But as 
business becomes more active and deposits change hands, 
the balance sheets tend to change more and more in favour 
c^' the more lucrative assets at the expense of the less lucra- 
tive oi^a. Between 1939 and 1942, the working resources 
of atoeduled bimks increased by 78.8 per c^t. During the 
ssime time, the rate fif gross profits, declined by 29.9 per 
cent. ^Tbese w&re ytBxs when with an inflating note cir- 
cidatiim»'the activity j&i defraeits was falling and cash and 
law liicrative wme rmwtoig at hi^ levels. 
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uid Profits* ' " 

The changes in the ratios of capital and reseh^es wM 
the gross and net profits of banks inevitably r^ect, to the . 
exclusion of every other factor, the mere inflation of depof 
sits. The capital and reserves, ratios have fallen very I5w 
indeed, the Imperial Bank recording a fall from 12.8 in 1939 
to 4.5 in 1945; the Big Five from 9.3 to 4.5; the scheduled 
banks generally from about 10.8 to 5. Perhaps, the en- 
forced hij^ liquidity of their War-time assets might ap- 
pear to furnish some formal excuse for this adverse change 
in the guarantee offered to the numerous creditors. ,But in 
view of the fact that a volume of deposits of this size once 
created never •falls appreciably afterwards, the vital 
issue, although postponable for some time, cannot be 
avoided indefinitely. Indeed, the problem was growing in 
significance long before the outbreak of the War. The pro- 
fits of banks have grown in absolute volume and some had 
even fallen under the E. P. T. hammer, unlike British 
banks. If their less profitable assets have expanded at the 
expense of others, most of them have compensated them^ 
selves by lowering their deposit rates fractionally. The 
return per unit of resources, however, has fallen steeply. 
For scheduled banks generally, between 1939 and 1942, the 
gross profits rate has fallen from 2.34 to about 1.6 ^he 
expense-ratio Jfrom 1.49 to about 1.00 the difference re- 
cording the fall in net profits rate. For individual banks 
the movements appear to be rather irr^ular. 1943 was a 
year of continuing fall in the rate of earning but 1944 was 
a year of some recovery. The same is true of the gross 
profit rate. The year of the close of World War II 1945 
marks a decisive recovery in the rate of earnhig and groi» 
profit rate for alniost all banks.' But the improyem^ 
with net profit rate was comparatively less well-mairked ; 
For by this time the pressure for incx%ase of salaries, dear- 
ness allowances, etc. began to be felt gradually, TU^ 1944, . 
most banlm seem to have sucoessfuUy resisted any 
of salaries and expenses-rrpaiticnlarly notab^ fn>n|; 

Tfiblefi in Chfipter IX. 
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standpoint being tbe Bank pf Baroda and the Bank of India 
wliich refrained from joininf; unreservedly in the competi- 
tion fcKT opening new branches, ^ut in 1945, the fraction 
of c^oss profits paid as salaries jumped suddenly and to 
ti^ ektent kept down the rate of net profits. Even then 
thcP level ^as distitactily higher for the leading banks (with 
the exception of the Punjab National Bank which records 
a fall) and the Central Bank which seems to halve achieved 
the higher level a year or two earlier.* The keen compe- 
tition for trained and experienced personnel does not ap- 
pear to have brought much relief except to at few lucky 
individuals; and bank employees like other sections of the 
middle classes are supporting the main burden of inflation 
profits. 

Banking under a Planned Economy 

In the banking and currency developments of the War, it 
it clear thait the Reserve Bank and the banking system 
have had only a passive part. Given the financial policy 
and the controls of investment and consumption adopted 
by the Govemm^t, the Reserve Bank has merely issued 
currency notes against sterling assets amd commercial 
banks have acted as the medium for holding what surplus 
income the public choose to hold in the form of deposits 
and thus to reap where they have not sown. This suggests 
tb some the possibility that under a planned economy of 
the future the role of the banking system might alter so 
rSdically that the justification of the banking system as a 
private enterprise mi^t no longer hold good. For more 
than one important reason, such a view does not appear 
to be well-founded. In apy kind of planned economy 
established in this country, large sectors of consump- 
tion and investment activity must lie outside the 
readh of Govonment control and ' action. In other 

Ont$ Prttflt fftt Prti0t Rates. 

* GeqMI. tiidta. Altahali**!- BaMMlik. Punjab. Imperial. 

B. C. a. O. N. B. C. N. B. G. N. B. G. N. B- O. H: 

IPS* ...s.Tsi.B 1.0 — 1 . 0 * — a.* o.« — i.o o.* -.».8 0 .o --a.a o.a 
i*«« ...a.aaa.aii.i8 — i.a — *.io a.ooo.oa^i.** o.88— — 

18M ...^{8 8.8 1.11 —a .0 1.14 8.8 — 0.7 — 1.88 1.00 0.48 — — 0.08 
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weirds, the argum^t that savings unda a pUuofted 
economy involve no efforl^' the paH of. in^ivit 
duals and do not require any special induceih«Ats to be 
drawn into active'' economic service will not hMd '^[ue of' 
this country. Secondly^ if contipls and inflaition au^tment 
the working resources of banlgs* the approiniate method of 
dealing with them as with o^er trades and industries is 
by taxation and excess profits duties. Finally, it ixiust be 
recalled that in a country of diverse economic conditions 
like India^ banks on different planes of policy and buftness 
alone can fulfil the function of appealing to different classes 
and localities and any standardization of banking organiza- 
tion dnd practice will simply bring to a hal^ banking pro- 
gress. When We turn from the savings collecting function 
to the function of allocating them to business units and in- 
dustries, it will be seen that their services as judges of in- 
dividual prospects under an economy in which large sec- 
tors of activity will still lie with private initiative and 
enterprise, will continue to be no less vital and urgent 
than now. 

Although the plea of enforced savings cannot be used in 
India io operate banking on a cost-plus basis, and the abo- 
lition of competitive banks will only halt the further spread 
of the banking habit, and the allocation of working capital 
cannot be entrusted to the Government without entrusting 
to it all trade and industry as well, it must be conceded 'diat 
planning on any important scale will cerUdnly entail pro- 
found reactions on the banking system and its working. 
Hie Government must tend 'Whether directly or through 
statutory authorities, whether singly or in close co-ordina- 
tion with co-operative organizations etc., to become more 
nn<i more the biggest single borrower of short-term funds. 
Hie volume of its requiremaits will af^roach mmre and 
more unprecedented levels as it undertakes to run or man- 
age public utility ccmcems, c<nnmeAdal oiterinlses, public 
works, acquisition, storage, import and distraction j>f com^ 
modities, specially a^cultural produce, qtc. A question of 
tii^ utmost economic signifiC^ce is whetiier the Ooveni^: 



^ sudi funds direct^ by meai^ of 
i|P<!^ authority should borrow 
^e|^^,^^mitting h;i li^prTO ordinarj' bor- 

. ro#^:si^ii>anldng disolpline. In any case, as the banking 
Systeinprows more an<l’'lqpre dependent on this single boi - 
roi^^^r .inve^mmit in lo^ps and advances, which hiust 
be ccfliitlnuously renewed as a matt» of course, the time- 
honoured concept of liquidity must retreat in face of a new 
situation in which the solvency of the banking system be- 
comes identical with the economic efficiency ah^ solvency 
of the Government itself. Nor can the structure of the 
banldnii system itself escape profoimd modifications. While 
the continued existence of privaite businesses of all sizes 
and degrees of efficiency would seem to ca(51 for numerous 
banks at all levels of Organization, the existence of one 
great borrowing leviathan cannot but have the effect of 
stimulating amalgamaition among those from whom these 
resources must flow. 

Again, banking credit will have to be co-ordinated not 
only with accepted social and economic priorities but also 
with such relictions a^ prohibitions of possible capital 
exports^ . capital -issues and factories as may be in force. 
$erious evasion, and leakage must ensue if permanent capi- 
tal is made available in the guise of temporary but renew- 
able loans and advances, or if fupds which cannot be placed 
at the c^posal^ of joint-stpck enterprise percolate into the 
hamds of private and domestic concerns the objects of which 
run counter to priority policies. It may well happen also 
that banks may be expected to play a more active part in 
the industrialire^ion of the country and particularly in the 
supply pf. long-term and medium-term capital than they 
have .done in the past. Much will depend on the future oi 
loans^ add advances which-have now reached the extremely 
low level of 25 to .30 pqr cent and investoients, largely Goy- 
earnmmit securitlea, w stand, at the level of 40 to ^ 
^ ceiSi , Witii the nceation and pwpei: functioning of the 
Bes^eve £kmk, wnmg in m^iecl^ 

ihb cdminexeidl ban^ to disburden thmnselves of GovemA 
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r securities and to concentrate their 
luncticni, namely the financing of 4^e wd indust^. ' 
pxv^rtion of banking funds thus released coul^dljEei^^ 
find their way hito the fixed assets of -industry ik ' ab«£h6r^ 
mattor. Leaving out of account a probable post>War iihlft , 
from demand to fixed deposits — afid much depends here 
the course of interest rates — a maximum of total capital 
and reserve plus one quarter of tl» average fixed deposits 
over the preceding five years may be suggested as a safe 
upper limit, ^ut this means automatically a widening of 
the eligibility conditions of the Reserve Bank and a v^ 
close contact with and supervision of banks by the Central 
bank. 

A 

Nationalisation of Banking 


In his budget speech for 1946-47 the Finance Memb^, 
made a laconic announcement about the future of the 
Reserve Bank. “An important question which I might men- 
tion at this stage,” he said '“is the nationalisation of the 
Reserve Bank of India. Hon. Members will remember the 
recent debate in the House which disclosed that there was 
a general consensus of opinion in favour of nationalisation. 
I said at the time that I would be prepared to give sym- 
pathetic consideration to the proposal for nationalising the' 
Bank if this was found to be in the best interests of the 
country, after considering all the relevant aspects of the 
question. I have since given further thought to tjie matter 
and am convinced that the advantages of nationalisation 
outweigh any possible disadvantages. I have therefore 
come to the concliision that the Reserve Bank should 
nationalised; the time and manner of effecting the change 
being a matter for separate consijleration in due course.” ' 
The most important development of the last few months 
in the world of banking is, no doubt, the strong trend to- 
wards nationalisation. The initiative was tekm in fHb 
United Kingdom when the Labour Go^rnment procee^’ 
to nationalise the Bank of EbigUmd; A much mko^ 
tant di^Muture was made in France when, wRh the pvdfiie^^ 
admiifistratioh of the Bank of Fmce secured by the 
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Abcu^Ust GoveratBpnit of M. Leo Blum, tiie new pcst- 
War- ^kwernm^t ann<Mg|ited the nationalisation of the four 
bigj^t^commercifd; banks of France. With these important 
evenis .before our eyes, it would perhaps be not altogether 
^uidiMi(truc1ive or too inopportune to examine this question 
iwtibnalisatipn of banking in the context of Indian cir- 
cumstances. 

Natloiialisatioa of Coitral Banks 

■ ■ 

It is necessary to keep apart the two quite different 
questions' of nationalisation of central banks and nation- 
aliantion of commercial banks. The central bank of 
cnrefy country is avowedly entrusted with a national 
responsibility and to enable its proper execution is vested 
witlf important special privileges and monopoly powers. It 
is brue that in too niany cases, this national responsibility 
4^88 materially qualified in the past by the fact that high 
finance and commerce were allowed to have a preponderating 
influence in the day-to-day management and formulation 
of policies of central banks. This essentially narrow ;i:id 
mistaken view of their national responsibilities is to be 
chiefly attributed to the fact that till recently the nature 
anjl importance of monetary management for the economic 
welfare of all classes and sections of society were not pro- 
perly understood. There was a general tendency to assume 
without much exa^nation that, what was expedient from 
the viewpoint of high finance aiid commerce could not be 
opposed to the general interests of emplf^ment and good 
incomes. Apart from this ra\her perverse and class-blind 
apj^ach to ' the principle of national responsibility, the 
unwillingness to subordinate the central bank to the autho- 
rity of the Government sprang not from denial of its na- 
tional function, but from a fear that Governments were 
mbst uhlikely to have the capacity to appreciate the tech- 
nical skill and ki^wledge required for its efiBcioit dis- 
charge. A vbritatfle revolution in economic tiiought and 
idSbl^y and twb world wars with an interim period, of 
faarfiil de|»;es8idii and unemplc^moent ^ve ^ilarged the 
economic initiative and authority of Governments l^ond 

t r 
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^ imagination. Central banking has now beoonie onjf^ i 
mnong several iheahs by which the 'Government is eipiect-' 
ed to maintain stability of income and employment for the- 
community at large. It is hardy surprising if in this n^ 
orientation of State responsibilities, the old-world idee ofa 
the so-called independence of central banks has bwth 
swept out of existence. 


It is well known that Indian public opini<m was entirely 
for the creation of a State-owned and State-managed Cen- 
tral bank add events have proved that it judged world 
trends more accurately than Whitehall and London whicli 
forced on this country a contrary decision. The probable 
or ostensible grounds on which the Labour Goyernment 
has nationalized the Bank of England should now en- 
able us to judge how far the British dictated Reserve Bank 
of India interposes obstacles in the way of the economid 
progress of this country. It is clear that the common ob- 
jection that the assured profits of special privileges and 
monopoly business should not be appropriated by private- 
investors does not hold good in the case of our Reserve 
Bank. Unlike the Bank of England, the Reserve Bank has 
to share si^l profits in excess of a certain minimum with .th6 
Central Government on a scale which is heavily in favour 
of the latter. At the very least, it could be claimed that the* 
urgency of this ground does not exist to the same high 
degree as could be alleged in the case of the United King- 
dom. A much more compelling circumstance which has 
expedited nationalisation in England is the experience dur- 
ing the financial crisis of 1931 when a rift is supposed to 
have occurred between the policy of the Labour Govern-- 
ment and the self-interest or' financial judgment of the bank- 
ing system in general. The need for a full alignment bet- 
ween the policies of the Government and trends of money 
and banking has become much more gcute as important 
ituhistries are singled out one after anoth^ for nationalisa-^ 
tion. This new factor raises the general question of p^hey 
from tlm sphere of monetary control and incentives hitO' 
dm sphere of credit by cmnmercial banks. 



'cdF Authori Cmnmercial Bai^ 

the most heated controversfy has arisen not 
'over the acquisition of ownership of the Bank of England 
by the State but over the clause which appears to extend 
authority over the business of commercial banks with 
^e inroads it implies on the time-honoured s^recy of 
banking business. So far as the argument relates to mone- 
tary policy and credit control, it applies with as much force 
to this country as to the United Kingdom. But what it 
necessitates in this country is not so much a diange in the 
law of the Reserve Bank as a new orientation of practice. 
The law already vests the power of appointing the execu- 
tive in the Governor-Geneijal whose responsible ministers 
could be trusted to bear in mind the national stake in- 
volved in the appointments. As for the equiMbrium of 
power between the Central bankas executive and the Cen- 
tral Board of the Bank, this again is largely a matter of the 
skill, capacity and moral authority of the individual 'On 
whom the mantle of Governorship is conferred. 

The question of the authority of the State-owned and 
^tate-managed Central bank over commercial banking is 
more complicated. Although there is a large volume of 
individual opinion ^ the planned economy or economic 
planning of the future, no political party likely to* assume 
power in the near future has yet adopted a programme 
which is definite beyond doubt, sufficient in its detail, rea- 
sonably authoritative in its Economics or Technology. Even 
when the extraneous issue of Indo-Briti^ relationship is 
cleared out of the way, a stable realignment of political 
and economic forces is boxmd to take several years. 
Till then, it would be highly premature to adc^t n ^ s uns s 
likely to interfere with the judgment of commercial 
banks in their nozfaal activities. Another very important 
elemrait in the rafdd drift towards nationalisation of bahk- 
ing%sas the accusatimi which was very freely made that 
M^tagae^Ndirba^ ids influeactee the banks,' had 

-a "^jrdgn" own during ffiti»-War" years , 
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llpich. ran counter to the cfficial foreign policy. « It 

pec^sary for our purposes to examine the character 
veracity of this belief. It must be recognised howev^ that 
udth the organisation of international organs for manage- 
ment of money and trade relaftions, eccmomic decisions are- 
today made as much on the plane of power politics as flnai\«* 
cial and economic expertise. A Central bank which lacks 
the authority of the Government behind its opinions ahd 
policies has no place in the world as it emerging from 
World War IJ. As a matter of fact, the Central bank is 
becoming one among many organs through which the State 
seeks to co-ordinate national economic policies in relidiion 
to the outside world. 

Bank of France ank Bank of England » 

When the Government of France decided to nationaltee 
the Bank of France, it made a much more fundamental de- 
parture than the Labour Government of the United King- 
dom^ For, unlike the Bank of Ekigland, the Bank of France 
is as much a commercial bank as a central bank. It was a 
matter for some speculation how the power over trade and 
industry v^ch the Bank of France has placed in the hands 
of the State could be reconciled with the power which pri- 
vate banks were bound to exert over other sectors of trade 
and industry. Ihe potentialities for conflict were many and 
serious. The difficulty wee resolved in the only logical 
manner possible by extending the principle of nationalis- 
ation to cover in the first instance, the four biggest banks 
of France. From the standpoint of India, this is a very 
important experiment, for, ^e banking system of loanee 
has many similaries with our own in structural difihiseness, 
larger use of currency notes, absence of outlets for invest- 
ment, the presence of country banks, predominance of 
agriculture, btc. 

BritiiA Banks and Moni^Iy • * 

The grounds on which commercial banks are deenisd 
as ripe fbr nationalisation are naturally of quite a cUffenisht 
c»dfr. like the United Kihgddm, coin- 
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beui^g is believed to be yexy near monopoly oon- 
ditiom;. To establish a conclusive esse on this ground it is 
necesShry to prove two things. It must be established in 
the first instant that competition between different bankr 
inj^ units has ceaeed' to exist. Secondly, it must be proved 
•|hat banks are making use of their monopoly position to 
Extract for their services something more than what they 
would receive if free competition prevailed. So far as this 
coimtry is concerned, the domestic banking business of the 
country is shared among scores of large and smaU banks 
in all phases of expansiem and conforming to*all standards 
^ pf banking practice. We are yet far away from that high 
conwntration of banking power represented by the Big 
Five of the United Kingdom. Even in«England, the accu- 
sation of monopoly conditions is vigorously denied. It is 
true, that there is not much of competition in deposit rates 
or the rates charged to customers. But there is quite a 
lively and continuous effort to draw away customers by 
the offer of numerous services, ever growing in numbef 
and variety. It' is also very difficult to say that the cost of 
banking services in the United Kingdom compares in any 
way unfavourably, with ‘costs of other banking systems. 
In the case of India in particular, the prevalence of compe- 
tition has certainly not placed us in an advantageous posi- 
tion so far as the costs of banking services are concerned. 
Whatever the special causes of this situation, our problem 
of -banking expansion remains very largely the problem of 
bringing down costs to the level of our economic capacity. 
There is no groimd to presume that nationalisation is likely 
to ovo’come these causes more efficiently than competition. 
While domestic banking business is* thus far away from 
monopoly conditions, there is however one sector of bank- 
, ingL in which something like the atinosphere of cartel under- 
standings appears to prevail.. Whether from a natur^ in- 
stinct of self-prc^^ervation or deliberate intentions, £x- 
chji^ige Banks have from very early days lived and behaved 
as if a cozudant of self-defence against Indian 

• the veaty condition of their contmued 
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(existence. This is, however, a conflict not between private 
enterprise on the one hand and the community at large cn 
the other but between national and foreign interests. 
Banking Services and Nadonalisation 
Commercial banks perform two main services to the com-^ 
munity. They collect the satvings of the people and oftei 
them the incidental banking facilities. Secondly they place 
these savings at the disposal of trade and industry, exer- 
cising in the process their expert judgment as to the 
soundness and worthiness of each enterprise. It is possible 
to argue that one or both these services are necessaries of 
the same order as water or sanitation and therefore must 
be placed within the reach of all members of the commu- 
nity.' In the case of water, li^t or sanitation, this is 
achieved by meeting the loss on the supply to poorer mem- 
bers of the community by charging higher prices to the 
more well-to-do classes. It would no doubt be possible to 
ai^ly the same principle to banking and run banking ser- 
vices and facilities in leaner places by seeking compensa- 
tion for the loss from profitable places. It is clear that private 
enterprise is not likely to undertake responsibilities of this 
kind at ^e sacrifice of its profits. But nationalisation 
on this ground has to answer one important question. The 
supply of light, water or sanitation bears its fruit in the 
shape of better health and longer life of the population. 
But what special benefit to the community could the sup- 
ply of banking services run at a loss offer? If savings 
collected in a place are not sufficient to earn the expenses 
of their collection, it does no harm or little harm if they 
are left in the possession of their owners. Similarly, if the 
outlet for investment made does not return the expenses 
on the apparatus of investmmit, we must seek other means 
of creating the employment or incomes which investment 
brings with it. It must be admitted, however, that in spe- 
cial areas of peasant agriculture or co^ge industries, the 
subsidisation of credit at the expense of profitable areas 
might bring with it incomes and employment more than 
aufilcient to offset the loss suffered by the community. 
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monetary slivl financial developments of the War 
have furnished another powerful^jline of argument in favour 
of nationalisation. In mai^ countries, particularly in those 
,,li]m I]\dia in wi^ch the War was mainly financed by inflation, 
tlm inflaticai of the working resources of* banks is clearly an 
act of the State for which the banks can* claim no Special 
effort or sacrifice. Even in* those countries in which infla- 
tion was held in smict check, the control and restriction of 
consumption meant an ^ enforced creation of savings which 
foimd their way duly to the banks. It therefore appeals to 
mo)rt people that the banks are merely reaping where they 
have not sown. A thorough examination of this line of 
thought reveals, intricacies and difficulties. So far a;^ the 
increase of resoimces due to inflation is concerned, it is 
obvious that the benefit to banks accrues only during the 
interval during which the increase in .the volume of depo- 
sits is not o£^t by ar corresponding rise of prices and in- 
crease of capital. The benefit is no doubt large and pro- 
. longed while the iiffiation is in process. Nevertheless, dur- 
ing the. time that unusual profits accrue, special taxation 
like excess profits duty, rather than permanent transfer to 
State own«‘ship is obviously a more appropriate remedy. 
Ihe argument based on enforced savings has been used to 
deduce more than one conclusion. Since the income re- 
ceiver has no alternative but to save and to place his sav- 
ings with banks, it has been maintained thsAt the case fmr 
paying him’ interest as inducement to saVe, has c^ed 
to exist. Instead of paying him interest, it is considered 
more logical that he ^ould pay banks a charge for looking 
af^ his money and rendering him a multitude of inci- 
<itental seiwicesw If the banks performed no sigi^cant 
function except collection of the savings of the community 
aial; the investment of fimds involved no dull and expert- 
ise, it wouM be difficult to resist the other ahd more fuh« 
dimsaitid that the ju^fication for private ehter- 

has ceeaed^tO have vaUdityii In any case, this grcsihd 
nationi^fisatiia^ in those cbmmuni^ei ht 
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which allocation of real resources to different purposes is 
not based on profitability, and allocation of m<mey 
is intended merely to g^ve effect to such predetermined 
allocation.. A planned economy permanently operated as 
such rather than a community in which there prevail fr^ 
enterprise and free consumer’s choice is obviously pib- 
sumed in this particular justification of naitionalised 
banking. 

Standardisation of Methods and Practice and 
Nationa'fisation 

An argument which tilts the balance very much in favour 
of nationalisation is the tendency of certain classes of Witer- 
prises to tend to»standardisation of methods and practice. 
No sensational discoveries or. improvements are expected 
aifter the industry has achieved a certain degree of progress 
and stability. This is perhaps true of banking in a measure 
which does not hold good of any other class of business. 
The balance sheets of banks in many countries refiect a 
uniformity of practice which must ultimately be the out- 
come of certain basic economic and financial factors which 
banks c|iin do little to alter. It is difficult to say how far 
Indian banking has arrived at this age. It must be recog- 
nised that banking in this coimtry is still in its stagie of 
adolescence, if not of infancy. But when experience of other 
countries is available for guidance, it would be sheer 
pedantry to argue that we must reach manhood through 
the same process of trial and error. It is possible that the 
initiative and vigqur of the Staite may expedite our attain- 
ment of manhood in banking in the same manner as in 
labour legislation, social security, employment policies, etc. 

Whatever the divergence of views on the question of 
naticmalisation of banks, all are agreed that banking falls 
in a special category and requires special laws and special 
safeguards. The spate of legislation after the world-wide 
crisis of the last decade demonstrates this fact very clearly. 
It is a most unfortunate fact, however, that India is ^ced 
in such a situation that she has shown little originafity of 
ideas or boldness of praid^ce on this subj^. Whe^ft? the 
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^ question relates to free trade, mixed hnniring central 
bankinj^ stability of ex^iange and currency policies, etc., it 
has always been acted on as a maxim that whatever is 
beneficial to the United Kingdom must be equally beneficial 
tp India. We may not perhaps go so far as to have the 
nfhnaging boards of our banks appointed by the Govern- 
ment as in France under the new laws. But we could have 
an ofiicer of the Government or the Reserve Bank to sit 
on the boards and watch observance of law and public 
interests. It is not perhaps necessary for us ^ have the 
capital of om: banks owned by the State, but the audit of 
banks” could well be the rec^onability of the Reserve Bank. 
The employees of banks may not perhaps Jbe converted into 
public servants, but their initial recruitment and conditions 
of service could well be approximated to those of the pub- 
lic services.* But it is a most regrettable fact about private 

THE BOMBAY AWARD 

* The foUowfng we the main features of the award, which ran to 63 eloaely typed paces. 
Salary i (n Big Banks — deiks Rs. 06 to Its. 180 (first to eleventh year) Bffioienoy Bar 
Rs. 187 to Rs. 160 (twdflh to eighteenth year) B.B.Rs. 800 to Rs.880 (nineteenth to twenty 
saeond year) B.B. Rs. 846 to Rs. 876 (twenty-thlid to twenty-fifth year). Graduates to start 
at Ri. 76. 

<b) Low paid staff i **Chokras** to start atRs. 26; Peons — Rs. 8 0 -- 8 60~-l — 06; 

Sweepers and soavengers— Rs. 80— - 8 — 40. 

(8) Small banks: Clerks— Rs. 66 toRs. 102 B.B. Rs. llOtoRs. 160 B.B. Rs. 100 to Rs. 
800 B.B. Rs. 313 to Rs 860, the eflloienoy bars being after 'oompletion of ten, sixteen and 
twenty one years of servlee respectively. Graduates to start at Rs. 06. 

Low-paid staff: **Chokras** to start at Rs. 16; Peons — Rs. — 84 — 1 — ^86 — 8 — 66. Swee- 
pers — Rs. — 16 — 1 — 80. 

Dearness Allowance : (1) Big banks ; Clerks— 26 per cent* of salary with Rs. 80 as mini- 
mum and Rs. 60 as maximum. Low-paid staff— Peons and others Rs. 86 at flat rate, oho- 
kiaa— Rs. 80 and scavengers — ^Rs. 16. 

(8) Small banks : Clerks — ^80 per cent, of salary with Rs. 86 as minimum and Rs. 86 as 
maxunim. Low-paid staff— Rs. 17 at flat rate. 

Regarding provident Ihnd the Adjudicator observed that aU banks had Provident fimd or 
Penston Rium or boA. Theexlstlng rules of provident funds and pension oould mot be chan- 
ged in the absenoe of all the beneficiaries and trustees. However^ suggestions had been 
made for modifying the rules. AU banks which had no pension or retiring allowance shoidd 
pay gratuity to sJl employees on voluntary retirement or resignation' after 16 years of service 
and on retremdinient or dboharge, after 10 years of servioe, the maximum amount being 16 
months* salary after 16 years of continuous servioe. 

Glerka in the big banks were entitled to one month*aprlvl1^ leave with fiiU pay and 
allowances. Leave could be acoumulated upto a total period of three months but the 
aetual period to be granted depended on the exigencies of the bank. 

B|g banks : Oasual leave — ^10 daya in a year with hill pay and allowaaoea. 

Sick leave— one month for each year's servlos, subject to a maximum of 18 months In 
all during the whole eervloe* The bank might, in special oases, grant additional stek leave 
at/ta dleoretlon. Leave without pay oould be granted to an employee when nootherleave 
was due, at the dlseretion of the bank. 

Low-paid staff: The aame rules of leave applied with tb^ modifloatlon that privilege 
leave could be aooumntated m to a total of two months. 

Small bankss Same as bte banks for aU employees exo^ that they wonld get three weeks 
instead of <me month for privileie atid dek leave. 

SBRVICSB RULES 

'RegoflEpng eervloe the Adfofiioatmr provided ftw foee medM consiillatlofie for em- 
ployeee^ mgbanke, vbhmtary retirement alter 80 years of servlee; compulsory rettrement 
atmajmcff Ooexnntaeoflierifkia piovldedforfn thePeniidoiirifl^ In all banks, gervi- 
eeieooraieto be tanamtalnisd for aU employees, with the rigbt of appnd to the Mmsset au- 
tlKSfeyla eaeeof adverse femafke. The rest of esrvlee tws le to be inoorporeied in the 
itiandUAg Oidem to be Mined by the eommlsstoner of labour. 

All baafciL would have to provide dlnhig rooms whetovor jpoastble and eleaa potablo water 
fbr Iheir S^mpfoyeee. The omployees had the ri^t to viuy to the proper Court In once of 
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ftiterprise that it resists blindly i^oderate reforo^ till ime 
public angar and discontent d^troy it altogether. * 
it is to be feared, are no more willing to learn 
from history than are other businessmen. 

Course of biterest Rates ^ 

The immediate and distant future of interest-rates aAd 
inveystment is a matter of critical importance to individuals 
and financial institutions. Banks, insurance companies, 
investment trusts, etc. have in particular a large and vital 
stake in in^stments which appreciate or depreciate in 
accordance with the trends of interest rates. Apart from 
individual or sectional interests, the whole economic sys- 
tem, the levels of investment incomes and employment are 
dependent in a significant measure on the way these rates 
will behave in the near and distant future. True, economic 
thought is today not as optimistic albout the aggregate and 
definitive influence of interest levels as it used to be a few 
years ago. Investment and profit prospects, or to put it 
more realistically, expectations about investment and pro- 
fits are now felt to depend on some other factors besides 
these rates. 

The rd^idating function of interest-rates was much 
obscured by the role assigned of necessity to money and 
finance during the World War II. Many persons wefe in- 
clined to think and speak as if the rate of interest is not the 
price of capital subject to the inescapable forces of demand 
and supply, but merely a minimum reward to inducement 
to save, to be fixed arbitrarily by the public authority 
according to its own estimate of what the public will tol^ 
rate. Arguing on this basis, they were a|>t to take it for 
granted that these rates could continue indefinitely and 
built IQ) their post-war plans and policies accordinidyv 
mcnre or less complete prohibition of private invartmeat. 
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the curtailment and rationing of supidy of several 
^ prime articles of consumption, the continuous issue of law* 
ful mon^, were either overlooked or forgotten. The 
situation was however bound to change materially as these 
controls and arbitrary interferences ware progressively 
abandoned and the normal force of consumers* choice and 
freedom of business enterprise were permitted to have 
freer play. 

Post-War Demand 

Whether we agree or disagree with the thdbis of Colin 
Clark^that economic progress consists of a regular succes- 
sion of capital-glutted and capital-hungry periods of about 
twenty to thirty years and that we are now in the midst 
of a more or less prolonged capital-hungry period, there 
can be no doubt that for many years after the War, there 
will be an intensified demand for capital from all sides. In 
the case of this coimtry, three important sources of this de- 
mand deserve to be specially stressed. For years now, the 
capital equipment of existing business units has been ex- 
ploited most intensively without any appreciable r^lace- 
ments. Not much new capital has been allowed to come 
into existence either, whether to m^t the requirements of 
normal growth or to utilize the unusual opportunities of 
War or post-War years. In the second place, a special place 
must be acccarded in our estimates to post-War housing and 
house-building on the ground of the magnitude and special 
charttter of the economic and social interests involved. 
While the present overcrowding, of cities and towns may 
prove to ah ^tent a temporary phase, the t^dency to 
future indushnalization and the complete suq>ension of 
re»dential construction during the last few years are bound 
to naaintain an unwonted pressure on living space for years 
to come. Nor must we overlook the important fact that the 
ihv^teomit i^uirefbents and proclivities of large classes of 
peqpde in tihis country are store to exploit to the full the 
suucke& dispaxilies; in returns which must reveal 
sehtes between "^is form of investthent and other gilt-edged 
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Investments. Finally, we mast take into account the fere 
midable requirements of the governments in this*country. 
The Indian Government like all other governments has 
piled up a large volume ot ^ort-term and medium-term 
indebtedness, the funding, rene\^ or repayment of whkh 
will be a long and difficult proc^ If we add to indebt^- 
ness the demands of post-War schemes of repairs, reconstruc- 
tion or dev^opmmit fathered by the Government or public 
leaders, the pressure of public borrowing by itself is not 
likely to b% easily appeased for many years to come. 
Post-War Supply 

We estimate the annual pre-War visible savings of this 
country (and incidentally, their allocation) at about Rs. 100 
crores. Taking visible and invisible savings together, the 
total is unlikely to exceed Rs. 300 crores. If the present 
levels of prices and incomes are allowed for, the surplus 
out of whi^h all our post-War ambitions are to be satisfied 
must fall appreciably short of Rs. 1,000 crores. Restrictions, 
economies of public and private expenditure, etc. might, 
however, enable us to raise the disposable surplus to that 
level, 

Leaviifg aside the investible part of our sterling balances 
which are unlikely to flow back in an annual instalment of 
more than £50 m. or Rs. 65 crores, some relief might be 
sought in foreign loans. This is, however, a very slender 
possibility. The one country which could and in its own 
no less than world interests, should offer its capital surplus 
to others is the U.S.A. A global scarcity of dollars is one of 
the few certainties of post-War economics. It is still very 
doubtful whether the wisdom of the United States will rise 
equal to the logic of monetary and economic facts and 
necessities. And in the case of hidia, we have perforce to 
take into calculation the unavoidable difficulties of her 
new international status. « 

Control Investment ^ 

Ihe industrial demand fer capital will be intensified 
accordii^ as the present restrictions on profits Are relttxed 
qtddkly or slowly. The existence of an excess profllp^duiy 



:^y justified'by the conditions of war. But in times of 
peace such duties tend in the long run to stabilize busi- 
i^ess at artificial levels of efficiency and harm ec(momic 
l^ogress. In the case of esdsting production units, such a 
^di)ty bas^ on certain standaferd profits has a tendency to 
res/bdct the expan^on of each unit relative^ to all others. 
In the case of new enterprises, either of two things must 
happen. By restricting the expansion of existing units, the 
duty gives an artificial encouragement to the creation of 
new units which may not justify themselves ip the long 
run by their intrinsic merits. Or, when the new units are 
more efficient than the old, the dead levels of maximum pro- 
fits prevents them from expanding beyond a certain point 
and hnpinging on the field of. old but less efficient units. 
Finally, with a dead level of maximum profits in all lines 
of producti<m, the duty must place a premium cm existing 
lines aind methods of production to the ultimate detriment 
of all-roimd economic betterment. These refiections sug- 
gest that the present mccess profits duty will have to give 
way by stages to more steeply graded income and super 
taxes and profit taxes more compatible with conditions of 
peace. 

While aU this pressure on post-War capital market is con- 
ceded it is still possible to argue that a rise in interest- 
rates cannot ev^tuate itself unless the pressure passes 
beyond the limits set by our national savings. So long as 
these demands on the market do not exceed available sav- 
ings, interest-rates can continue at the minimum , levels at 
whicdi the public is willing to save rather than consume. 
Such an argument clearly postulates the adequacy and 
suitability of some public authoi^^ to arbitrate between 
capital demands of various kinds. With war as the sole 
objective of nationq^ effort, a govemmient has an index of 
priorities according to which it can restiict certain capital 
prolfibit certain kinds of factories and generally 
i^pi^ake captti^ issues. But urhen peace restores con- 
sumoKp’ choice, it Is tUfficult to make out how a government 
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can exercise the r^ulating function of intex^rt-rates aiidl 
profits correctly and efficiently. • 

Restrictions on public issues of capital will merely stimu* 
late enterprise other- than joint-stock. Prohibitions on cer- 
tain kinds of factories will tend to confer }f^>ecial arf yw - 
tages on business units which already exist and encourage 
the growth of crude and inefficient cottage and domestic 
production at the expense of factory and power production. 
An economic structure raised on such artificial foundations 
can be kef>t in existence and sustained by such artificial 
means alone and must fall the moment it is exposed to the 
operation of natural forces. 

These considerations do not and need not preclude some 
restrictions and prohibitions of a broad and general charac- 
ter on the creation of concerns of an unnecessary charac- 
ter. Apart from such minimum interference with invest- 
ment activities, it would be more to the purpose if drastic 
powers were invoked to mitigate or prevent some of the 
rank abuses of joint-stock enterprise and the invest- 
ment market. This large and extremely urgent sub- 
ject c|innot be dealt with here. Two things must be 
recorded here as of immediate necessity. The (gov- 
ernment should determine and announce here and 
now a list of public utility and other services which it v;Ul 
as a rule undertake in the future and which will there- ‘ 
fore be removed outside the range of private control and 
management.* Secondly, the whole field of company law 
should be subjected to a drastic and immediate overhaul 
with the object of eliminating monopoly or minority con- 
trol of shaires and stocks, financial manipulations by office- 
bearers, perversion and abuse of audit and accounts, the 


* Tbe Govement of India hat iiiiee . 
( i > Iron and rted, ooftton nod 
oonl will be heneeftirwr ^ 
(II) Oidnnnee fiMrtotiee, 
be etnie owned no * 
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f normous losses of stiU4>oni promotion and fraudulent 
management and in general of bringing the whole fi^d of 
' public enterprise into conformity with our ideas of post- 
War economic ethics. 

in assessing the post-War levels of interest-rates, we 
mu^ not omit to note the relative returns on investments 
of different kinds, now and in the near future. In spite of 
highly inflatelSrValues and unprecedented levels of taxation, 
the returns of .most industrial scrips of status rarely 
fell below 5 to 6 per cent. In many individual cases, the 
returns^ were surprisingly higher. Although the return of 
peace must compel a revaluation of investments in all li.ics, 
it is unlikely that profits will deteriorate 6n any compar- 
able scale. For a few years, profit percentages might oven 
move on higher levels, particularly if present taxation is 
revised. The return on housing must similarly continue 
on a very attractive level. In contrast with these returns, 
the short-term rates are today on the lowest plane ever 
reached. Making the Utmost allowance for elements of 
risks,-liquidity, etc., the present gap between long-term and 
short-term rates is too wide to continue without readjust- 
ment. Such readjustment cftn only mean a higher trend 
in all sections of tiie capital market. 

Some Oounter-Arguments 

A critic academically inclined might be tempted to seek 
comfort in the thought that since every level of investment 
tends to create its own level of income and savings, the 
growing excess of investment over savings does not matter. 
Perhaps, a little reflection on the manner in which invest- 
ment performs the alleged miracle of post facto equality of 
investment, incomes and savings might furnish the clue to 
what must happen in the circumstances under review. 
When investm^t oui^trips ' savings the excess miut cause 
a growing diversion of factors from consumption and non- 
durable goods generally, creating a groyinng shortage in 
their supply. Taldulg all industi?es together, consnunption 
goods nq less than fovesto^t goods, an acute demand for 
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wcarldiig capital of all kinds must reveal itself. The short- . 
term rates will tend to be first forced up — dragging^in tii»r 
wake the kmg-term rates ip due course. 

In India, War production has taken the shape veiy largely 
of an intense concen^ation of resources on consumptiwi 
goods and non-durable goods generaUy. Capital eqi^p- 
ment, even that suitable for War production, has not 
received appreciable augmentation comparable with the 
peace or war industrial needs of the country. With the end 
of the Warethe scale of govehiment expenditure is falling, 
releasing both money and real resources for investment and 
production for private use. All in all, the demahd for 
working capital piust tend to reach an intensity unprece- 
dented in the economic history of this country. 

We cannot overlook also the large volume of sailings 
which the War leaves behind in the form of hoarded cur- 
rency and bank balances.. The goods and real wealth re- 
presented by these have disappeared long ago in the smoke 
and destruction of the War. While these savings leave 
their hiding places, they will increase the supply of capital 
in the monetary sense, but at the same time aggravate im- 
mensely the pressure on real factors of production. 

Many people find in the avowed monetary policy of Eng- 
land for post-War years encouragonent for their belief in 
post-War low rates of interest in this country also. This 
view overlooks the fundamental difference, firstly, between 
the economic situation of the two countries and secondly, 
the ways in which the War economy has been managed, not 
to say manipulated, by the two Governments. 

In England, the pre-War problem consisted not of a short- 
age of savings and capital, but an alleged deficit of invest- 
ment opportunities within the country. Although the War 
is bound to make inroads on her saving capacity, England 
still continues to envisage hor post-War situation in the 
pre-War context. Bightly or wrongly, the men at the head 
of tiiought and affairs tho^, take the view that invesltnent 
abroad does not ccmduce to increased production and em- 
ployinent at b<^ and that control o( opo^ 01.9^ 
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I and purposively directed and stimulated investment at 
home are tiie necessary part of a policy of full emplc^rment. 
It is clear lhat this logic has no applicability to India whose 
fundamental problem is shortage of capital relatively to 
her immediate and prospective needs. 

Besides, in the United Kingdom, the ccmsumption of the 
public has been reduced to the lowest minimum and the 
resources thus saved have been applied to the creation of 
capital goods no less than destruction goods {eqimed for 
War. Although shortages of capital goods will be felt at 
the end of the War in this line or that, England will find 
herself on the whole in possession of quite a large equip- 
ment which can be turned over with ^eater or smaller 
ada|>tation to the purposes of peace — particularly for ex- 
' port purposes. In India, on the other hand, the concentra- 
tion has been entirely on ccmsumption and destruction 
goods such as could be extracted from existing capital 
equipment. The production of durable goods or their im- 
portation has been more or less discouraged directly or 
indirectly. India has thus foimd herself at the end of the 
War with sadly depleted capital equipment. 

If die foregoing analysis is well founded, it should also 
furnish the clue to the relevant long-term monetary policy 
for post-War years. Assuming that a proper parity is 
selected for the rupee, the danger of a further infiation 
superimposing itself on the inflation of War years arises 
from more than one quarter — the imleashing of the pent-up 
forces of investment, the release of hoarded currency and 
bank balances, the super-normal level of cash reserves and 
sub-normal level of loantis^ and advances of banks, foreign 
loads if available, etp. As the community accustoms itself 
to long and stable views of the future a larger growth of 
fixed deposits :^latively to the growth oE current deposits 
might also a^ld to the incentive of banks to search for the 
morealucrative assets of loans and advmices. In an all- 
round ragiune envircmm like this a cheap money policy 
by tihe Beserve Bank can only ag^avate the upward trend 
and ifiAke Uie liltimaty crisis and collapse more certain. 
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.The skill and prudence of the Central bank will be seen 
best in exercising a proper restraint on the tempo of growth; 
and yet avoiding the other dangerous extreme of forcing 
the whole economic system into reverse gear. . A difficult 
achievement of this kind means, conformity to economy 
facts and forces not by the iise of a particular weapon*in 
the armoury of the Central bank, but a dexterous and con- 
tinuously adapted combination^ of all resources— discowit 
rate, open market operations, rationing, moral persuasion, 
joint and agreed action by commercial banks, etc. 
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